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REPORT OF THE PRESIDENT * 


Another year in the life of the Institute has gone from the 
present forever and has been absorbed into that limitless past in 
which all things which make for the good or for the ill of the 
future have their birth and their sole origin. This is the process 
of history. We who are a part of the present are charged with 
the responsibility for shaping the future. The annual meeting of 
the Institute which marks the close of one fiscal year and the 
beginning of another is the natural point of rest when a balance- 
sheet can be prepared and the historical record of the profit-and- 
loss account can be interrogated so that those charged with the 
affairs of the future may work in the light of the lessons learned 
from the past. It is the time for taking stock, for closing the 
books of the past and for opening the accounts of the future. 

It has been the custom for your president to make his report 
a review of the outstanding features of planning and accomplish- 
ment of the year which has been brought to a close by the annual 
meeting and to invite attention to a consideration of the prob- 
lems of the immediate future. I ask your indulgence if I depart 
from this established custom and not only deal with the items 
which comprise the historical record of a year’s activities but also 
comment upon some of the items that comprise the assets and 
the liabilities in our metaphorical balance-sheet which presents 
the present moral and intellectual position of the Institute—the 
result of the whole of the past rather than the result of only that 
brief interval of time which we call a year. With your permis- 
sion therefore this report will be both historic and homiletic. 

Under the historic section let me invite your attention to only 
a few of the outstanding events of the year and ask you to refer 


* Presented at the annual meeting of the American Institute of Accountants, 
Chicago, Illinois, September 19, 1922. 
Copyright 1922 by The American Institute of Accountants 
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to the reports of the council and of the executive committee for 
a more complete review of the administration of the affairs of 
the Institute during the past year. 

During the year your president or your secretary or both 
visited and conferred with groups of members in nearly every 
section of the country. Under instructions of the executive com- 
mittee several topics were discussed and an expression of 
opinion was obtained at meetings held in about thirty-five 
cities. 

One of the subjects discussed at these meetings was the 
question of modifying the existing requirements for admission 
to the Institute. As a result of these conferences and in accord- 
ance with suggestions by the council your board of examiners 
modified its rules so as to carry out what seemed to be a con- 
sensus of opinion in respect to the admission of possessors of 
C. P. A. certificates of an approved standard without an additional 
examination by the examining board of the Institute. To ac- 
complish this result by means of a rule of the board seems 
to be a better and a more desirable method of procedure than 
to amend the organic law by any change in the constitution 
and by-laws. Such a change is both unnecessary and unwise. 

Another subject discussed at these meetings was that of cor- 
porate publicity and propaganda to be undertaken by the Insti- 
tute. The committee on professional advancement has now for- 
mulated plans and has addressed a circular letter to each mem- 
ber. Its programme can be inaugurated as soon as the requisite 
financial support is assured. The oral and moral support given 
to this programme seemed to be almost unanimous and very 
enthusiastic. Approval and enthusiasm, however, will not suffice 
to carry out this ambitious and expensive undertaking, and a 
minimum of $100,000.00 a year for five years must be reasonably 
assured before your committee can proceed with its plans. 

Regional meetings of the Institute now seem to have passed 
the experimental stage and have become an established feature 
of Institute activity in a number of sections of the country. Dur- 
ing the past year regional meetings were held in Des Moines, 
Pittsburgh, Hartford, Indianapolis, Cleveland and Boston. It 
was my privilege and pleasure to attend and to address several 
of these meetings. Instructive papers were presented and dis- 
cussed, and delightful social and professional relations were 
established. The opportunities which regional meetings afford 
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for bringing about closer association and codperation between 
accountants are many, and I would urge other sections of the 
country to consider the organization of regions so as to avail 
themselves of the benefits and the pleasures which these meetings 
have been to those regions which have pioneered in this move- 
ment establishing a closer contact and a better spirit of codpera- 
tion among all practising accountants—non-members as well as 
members of the Institute. 

The so-called Capper bill, which follows the model C. P. A. 
bill formulated by the Institute, has passed the senate and has 
been recommended for passage by the house committee and is 
now upon the house calendar. Everyone is familiar with the 
pressing legislative programme which has engaged the attention 
of congress during the past year and has prevented earlier 
action upon this bill. It is hoped that the bill will be reached 
during this session of congress. When it shall have been passed, 
every political division of continental United States except 
Alaska will have enacted C. P. A. legislation. All of this legis- 
lation does not measure up to Institute standards and some laws 
are not always efficiently administered, but when it is remembered 
how long it has taken the older professions to establish proper 
standards (if indeed such standards have yet been established) 
it is altogether encouraging to note the progress which ac- 
countancy has made in so short a time. 

The hearings on the Capper bill and the opposition it received 
from representatives of the now harmless District of Columbia 
private corporation organized to deal in C. P. A. certificates has 
done more to educate Capitol Hill upon the subject of account- 
ancy, its aims and aspirations than many years of affirmative 
propaganda could have done. 

The last annual meeting adopted a resolution which em- 
powered the council to formulate a rule of professional conduct 
dealing with the question of proper publicity for a professional 
accountant. Your president promised that no hasty nor ill-con- 
sidered action would be taken. Now that the committee on pro- 
fessional advancement has formulated a plan for corporate 
oublicity which only awaits your financial response to be put into 
in. ~ediate operation, I believe that the time has arrived for 
drasti. .-tion in respect to the scandalous practices which have 
threatened to bring disrepute upon the Institute and our pro- 
fession as a whole. 
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The National Association of Certified Public Accountants 
was formed shortly prior to the last annual meeting. This or- 
ganization caused considerable distress to a large number of our 
members and others. Its charter seemed to grant the right to 
bestow the C. P. A. designation upon all those who purchased 
its certificates. This attempt to commercialize the C. P. A. cer- 
tificate threatened to destroy the value which the certificate had 
attained in many states of the union. The words “certified public 
accountant” seemed to be in great jeopardy of becoming entirely 
meaningless. 

Your executive committee, however, promptly planned to 
combat the threatened evil and in less than a year the legal steps 
initiated by the Institute have resulted in a permanent injunc- 
tion which has forever allayed the groundless panic caused by 
this unsubstantial spectre of fear conjured up by a combination 
of those who do not love the Institute and those timid souls who 
are frightened every time the wind blows above a zephyr. 

With these brief references to some of the activities which have 
engaged your president during the past year, I will leave the his- 
toric and come to the didactic portion of the last report it is my 
privilege to make to you as president of the Institute. Follow- 
ing the unwritten law of our country, our constitution wisely 
provides that the president shall not be eligible to re-eiection for 
more than a second term. This address is therefore, not only the 
annual report of the president, but it is also his valedictory. He 
can only have the welfare of the Institute in mind and can not 
be actuated by sentiments of personal ambition or pride of opinion 
in taking advantage of the occasion and for the moment assum- 
ing the role of preacher and prophet. 

We are sometimes prone to take a narrow and myopic view 
of our immediate surroundings, whea we should leave the valley 
and climb a hill whence a broader vision may be obtained. My 
father used to tell me a story about an old woman who had lived 
her whole life in a valley entirely surrounded by hills. She had 
never seen the landscape which unfolded itself beyond the hills 
that had circumscribed her outlook. There came a time when 
two of her grandchildren, whom she had never seen, visited the 
place of birth of their ancestors. Among the points of interest 
it was their desire to see was the ruin of a medizval castle on a 
hill beyond those which surrounded the valley in which their 
grandmother dwelt. An excursion was arranged and a vehicle 
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was engaged to take them to the historic place and they per- 
suaded the old lady to accompany them on what to her was an 
adventurous and hazardous journey to strange and foreign parts. 
As the slow moving and deliberate farm-horses brought the wagon 
to the brow of the hill and what seemed to her an unlimited 
prospect was unfolded to her vision, her eyes filled with tears 
and with emotion she exclaimed, “Children, how big the world is!” 

Will you permit me to invite you to abandon the narrow and 
circumscribed viewpoint which to our minds so often unduly 
magnifies the little and unimportant things of life into things of 
great size and importance? Let us together climb a hill whence 
we may obtain a broader outlook and have a larger vision of the 
purpose and the functions of this Institute to which we belong 
and which should be to each of us, not only our alma mater, but, 
may I say, our professional church in which we worship 2ad 
which we desire to employ as an instrumentality for increasing 
the dignity and the usefulness of our profession. 

“Rome was not built in a day,” says the hackneyed proverb. 
The Institute was not built when its constitution was adopted, 
nor do I believe that it would be entirely destroyed by adoption 
of ill-considered amendments proposed by those for whom I pray 
a larger vision and a nobler attitude of mind. The Institute is 
a living and a growing organism. It has not reached perfection 
nor can it ever hope to do so. Should the time ever come when 
it can be said of the Institute, “It is finished,” the time will also 
have come when its usefulness shall have passed and the breath of 
life shall have gone out of it. It may seem to live for a time but 
it will only be a living death. 

The psychology of the present is the psychology of the 
aftermath of war. It is a period of unrest and neurosis in all 
departments of human activity. This spirit of unrest pervades 
the social and the political atmosphere. Is it surprising that 
it should also infect the Institute and its membership in their 
personal and professional relations? This is a time when men 
need sane and unselfish leadership that the things which have 
been so slowly and laboriously achieved shall not be lost and 
the light of the present be succeeded by the darkness which 
enveloped a former uplift of man in his struggle from chaos 
into consciousness. We, each of us, have a duty to partici- 
pate in movements for the general well-being, but we have a 
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more immediate duty to concern ourselves with the welfare 
and the improvement of our own profession. 

When the children of Israel returned from captivity to 
re-establish their city of Jerusalem and to rebuild its walls, 
the injunction was given them that each man should rebuild 
the wall in front of his own house. It is the more immediate 
concern of each of us to help solve the problems of our own 
profession than it is to concern ourselves with the general 
problems of our common civilization. If each of us gives the 
best that is in him for his own profession or vocation, the 
aggregate result must be the best for mankind in general. 

In order to obtain a proper perspective of our problem 
let me again refer to our metaphorical balance-sheet so that 
we may see what assets have been acquired, what liabilities 
have been discharged or are in process of liquidation and for 
what liabilities we must yet provide. This will give us a 
better understanding of the efficiency and usefuiness of our 
present plan of organization. It will enable us better to decide 
whether or not it should be reorganized and the present 
structure abandoned for one which some would have us be- 
lieve to be more habitable and better adapted to our needs. 

In the process of the evolution of the organized profession, 
the centralized and responsible authority of the Institute suc- 
ceeded the diffused and irresponsible authority of the old Ameri- 
can Association. This evolutionary process was analogous to 
the one by which our present national union succeeded the federa- 
tion of states which ended with the adoption of the constitution 
of 1789. 

The organization of the American Institute of Accountants 
was an attempt to supplement political legislation, which had not 
always been for the best good of the profession, by the creation 
of a national body which should control and regulate the practice 
of the profession from within the profession itself. This can 
be done far better by precept and example than by passing 
statutes. Effectualiy to accomplish this result it was necessary 
to give the Institute a thoroughly democratic form of organiza- 
tion—one which would prevent the government of the Institute 
from becoming irresponsive to the majority opinion formed after 
full discussion and careful deliberation. But it was also necessary 
that it should have continuity and that it should avoid the proven 
dangers which are inherent in applying town-meeting methods 
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of government to any organization other than one of such small 
geographical dimensions that every member personally knows 
every other member and his problems. 

The present plan of organization has accomplished the de- 
sired result; and suggestion to change it does not make for more 
democracy but for irresponsibility and leads toward anarchy. 

Let me urge upon you to take a national and not a local or 
provincial view of your profession. It is my firm belief that but 
for the Institute the C. P. A. certificate for which we have worked 
so hard would today be nearly meaningless in most of the states 
of the union. The creation of the Institute with the opportunity 
thus given to the Institute’s board of examiners to evolve a plan 
of codperation with state boards of accountancy has not only 
gone far toward the standardization of C. P. A. certificates but 
it has been the means of preserving in many states what was so 
laboriously gained only to be threatened by a condition which was 
worse than to have had no C. P. A. law whatever. 

The accomplishments of the Institute have been many. I 
would like to enlarge upon some of them but, in view of the de- 
mands which this meeting will make upon the time at our dis- 
posal, it will be impossible to do so. To those who have carefully 
followed the Institute’s course it will be unnecessary. A mere 
mention of the library and the helpfulness of its bureau of in- 
formation; of the dignified and scholarly character of its in- 
creasing number of publications; of the standing and reputation 
it has achieved among government officers and among eminent 
bankers and business functionaries; of the ever-widening force 
and power it is becoming in establishing standards and affecting 
the professional conduct of practitioners ; of the still greater op- 
portunities yet before us to make our beloved Institute an instru- 
ment of influence and power in upbuilding and increasing the 
usefulness and the dignity of our calling—a mere mention of 
these should suffice to convince you that if the Institute stands 
by its present policies it will accomplish far more than if it is 
blown about by every false wind of doctrine. 

I have the greater part of my life behind me and I do not 
believe that the observations which I have made and the ex- 
periences which I have had of men and of movements have 
been altogether without profit in enabling me to have some 
vision of the things which make for the greater good of man. 
I would feel myself to have been false to a sacred trust did I 
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not as my iast official act call upon you not to heed the 
preachers of discontent and did I not exhort you to stand firm 
and not be stampeded by the spirit of unrest which is sweep- 
ing over the world and is of the kind that has always followed 
in the wake of a great calamity. 

Cart H. Nav. 
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Reserves* 
By H. A. FINNEY 


The reserve account is a jack-of-all-trades and badly over- 
worked. It has to do duty in too many capacities and to serve 
in too many liveries. It is, like Pooh Bah in The Mikado, Lord 
High Everything. This fact is well stated by Mr. Montgomery, 
as follows: 

“The status of the reserve account is unsatisfactory 
from the point of view of the professional auditor, 
chiefly because the term ‘reserve’ is indiscriminately 
applied to items which are essentially different.” 


This essential difference in the nature of various reserves 
may be shown by three pairs of contrasted illustrations: 

The first pair: when depreciation has reduced the value of 
a fixed asset, we set up a reserve for depreciation. And when 
market conditions have increased the realizable value of the 
same fixed asset, we may set up another reserve for the unreal- 
ized profit. Thus one reserve measures the estimated increase 
in the value of an asset. 

The second pair: a company has capital invested in a mine 
or other wasting asset. At the close of each period the reserve 
for depletion is credited with the estimated value of the deposit 
extracted during the period. This reserve measures a decrease 
in asset values which has actually taken place in the past and 
a decrease which is chargeable to the operations of the past. But 
suppose that a corporation, after providing for all known losses, 
sets up a reserve for contingencies. This reserve represents a 
vague and problematical loss; one which has not yet been suf- 
fered, which may in fact never be suffered and should certainly 
not be a charge against the operations of the past 

The third pair: taxes are accrued at the end of the period, 
and a reserve for taxes is set up. This reserve represents a lia- 
bility, and the offs:tting debit records an expense. Contrast this 
with a reserve for sinking fund, which is not a liability but a 
part of the surplus. The entry setting up this reserve does not 
record an expense; it merely records the fact that, because of a 





* A paper read at the annual meeting of the American Institute of Accountants, 
Chicago, Illinois, September 19, 1922. ; 
+R. H. Montgomery, Auditing Theory and Practice, 1922, vol. I, page 267. 
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contract with the bondholders, a portion of the surplus is tem- 
porarily not available for dividends. 

From these illustrations it appears that some reserves are 
set up because actual expenses or losses have occurred in the 
past; others are set up because contigent losses may possibly 
occur in the future; others indicate that profits could be realized 
by the sale of fixed assets; while others represent neither a profit 
nor a loss, but a temporary earmarking of a portion of the 
surplus. 

Some reserves are a part of the surplus; some represent real 
liabilities ; some represent contingent liabilities; some are related 
to assets, and these asset reserves may show that the property 
has already decreased in value, or that it may possibly decrease 
in value at some time in the future, or that it has actually in- 
creased in value. Some reserves are set up by charges to profit 
and loss, some by charges to surplus, and some by charges to asset 
accounts. 

This multiplicity of reserves, meaning so many things, set 
up in so many ways, and appearing in so many places in the 
balance-sheet, is bound to result in confusion. This confusion 
ought to be avoided. Any term appearing in the balance-sheet 
should, if possible, be self-explanatory, and the term “reserve” 
can scarcely be self-explanatory when it may mean a deduction, 
already suffered, in the value of an asset, or a possible future 
deduction in the value of an asset, or an unrealized profit, or a 
real liability, or a contingent liability, or a mere segregation of a 
portion of the surplus. 

If the term “reserve” is not self-explanatory, and if the dan- 
ger of confusion is real, it would seem desirable to limit the use 
of the term to a few accounts, all of a similar nature; and this 
would in turn require the development of a larger, richer and 
more precise vocabulary, supplying terms by which to designate 
accounts which are now called reserves, but to which that title 
would no longer be applied. 

Any alteration or attempted standardization of accounting 
terminology can be expected to have cogency only to the extent 
that it is sanctioned by the American Institute of Accountants. 
It is proper, also, to expect that the institute, in considering 
suggestions of this nature, should act through its committee on 
accounting terminology. As this committee has asked for sug- 
gestions and co-operation from the membership of the institute, 
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‘the proposals as to terminology offered in this paper may be 


considered an open letter addressed to the committee. 


CLASSIFICATION OF RESERVES. 


Before discussing various reserves and offering suggestions 
as to terminology, I wish to submit a classification of the ac- 
counts to which the term “reserve” has been applied. Various 
classifications have appeared in texts. One writer classifies them 
as real and nominal; another as operating and non-operating ; 
another as necessary and voluntary; another as valuation reserves 
and proprietorship reserves; another as reserves out of income 
and reserves out of surplus. It seems to me that there should 
be three main groups, with subdivisions, as follows: 


I. Profit-and-loss reserves, set up by debits to profit and 
loss, because some expense, properly chargeable to cur- 
rent operations, has resulted in 

(a) A decrease in the value of an asset; or 

(b) The creation of a liability. 
(For the sake of emphasis I may say that later in this 
paper I shall suggest that the term “reserve” be re- 
stricted to accounts of this class, and that other terms 
be applied to accounts belonging in other classes.) 


II. Surplus reserves, representing 
(a) Conservative provisions for possible future 
losses, not already incurred; and 
(b) Appropriations of surplus, ear-marked as un- 
available for dividends because of 
(1) Contracts with bondholders, other cred- 
itors, or preferred stockholders, in rela- 
tion to sinking funds. 
(2) Action by stockholders or directors in- 
tended to limit the payment of dividends 
for various financial reasons. 


III. Reserves for unrealized profits. 


This three-fold classification recognizes that some reserves 
are set up because expenses and losses have decreased the net 
profits ; reserves of the second class represent, not deductions from 
net profit or total surplus, but merely a division of the surplus into 
two parts: surplus which is available for dividends and surplus 
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which, for the time being at least, is not available for dividends ; 
while reserves of the third class represent unrealized profits 
which, if put on the books at all, should be kept out of surplus. 


DISTINCTION BETWEEN PROFIT-AND-Loss RESERVES AND 
SuRPLuS RESERVES. 


Before discussing profit-and-loss reserves I want to make as 
clear a distinction as I can between, profit-and-loss reserves and 
surplus reserves. Profit-and-loss reserves are set up by charges 
to nominal accounts or some section of the profit-and-loss ac- 
count, and are necessitated by the fact that some expense has 
reduced the net profit for the period. Mr. Dickinson calls them 
“necessary” reserves. The term “necessary,” as applied to these 
reserves, does not seem sufficiently restrictive, because some ap- 
propriations of surplus which do not in any sense represent ex- 
penses or losses are necessary. For instance, a reserve for sink- 
ing fund is necessary if the contract with the bondholders re- 
quires it. However, Mr. Dickinson’s meaning is clear: the 
reserve is necessary in order to determine the true net profit. 

To be a true profit-and-loss reserve, the account must repre- 
sent a provision for an expense or a loss which has already been 
incurred and is properly chargeable to current income. It is 
not necessary that its amount be definitely ascertainable, but 
there must be a certainty, or at least a high degree of probability, 
that the loss has actually been incurred as a result of past opera- 
tions. 

To show the difference between a profit-and-loss reserve and 
a surplus reserve, let us assume that a company owns valuable 
machinery which it uses in manufacturing a peculiar type of 
product and it could not use in the manufacture of any other 
product. A reserve for depreciation will be necessary because of 
the certainty that depreciation is continually taking place. Since 
depreciation is a proper charge against current operations, the 
reserve for depreciation is a profit-and-loss reserve. 

But there is also a possibility that the product manufactured 
by this machine may be superseded by some other article, or that 
a new machine may be invented which will render the machine 
now owned obsolete. It may therefore be desirable to set up a 
reserve for supersession or obsolescence. This will not be a 
profit-and-loss reserve because the loss has not yet occurred, 
there is no certainty that it will ever occur, and even if it does 
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occur it will not be a result of the company’s operations. If a 
provision is made for this possible loss—and it would be con- 
servative to make such a provision—it should be made out of 
surplus, and the account representing the provision should be 
recognized as a part of the surplus and so be shown on the 
balance-sheet. 

Having made this distinction between profit-and-loss re- 
serves and surplus reserves, I wish to make two suggestions as 
to terminology before proceeding to a further discussion of 
profit-and-loss reserves. These suggestions are: 

First, that the term “reserve” be applied only to accounts 
set up because of operating expenses or losses, and that accounts 
set up out of surplus to provide for contingent future losses shall 
be given some title other than “reserve”. 

Second, that if the amount of the operating expense or loss 
can be definitely computed it should be booked in some manner 
other than by crediting a reserve. 

If these suggestions should be adopted, the reader of a bal- 
ance-sheet could be sure that all reserve accounts appearing 
therein represent provisions for operating expenses actually in- 
curred and not merely contingent, but impossible of exact com- 
putation at the present time. And if self-explanatory titles can 
be found for the other accounts now appearing as reserves, much 
of the cause for confusion will be avoided. 


PROFIT-AND-Loss RESERVES. 

Profit-and-loss reserves, set up because of current operating 
expenses, may be divided into two sub-classes: reserves represent- 
ing deductions from the value of assets and reserves represent- 
ing liabilities. 

Let us consider the first sub-class: reserves representing de- 
ductions from the value of assets. I have suggested that the 
term “reserve” be used only in case the amount of the expense 
or loss, and consequently the amount of the decrease in asset 
value, can not be definitely computed. This is the case with the 
reserve for depreciation, the reserve for depletion and the reserve 
for bad debts. These titles should be retained. The layman is 
already fairly familiar with them; the deduction of the reserve 
from the related asset account makes the nature of the reserve 
seif-evident ; and the layman can be relied upon to realize that 
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an exact computation of the deduction is impossible and that the 
reserve is Only an estimate. 

But reserves have often been set up to record decreases in 
asset values which are exactly measurable. As an illustration, 
let us assume that a company leases property for a period of 
ten years and proceeds to make leasehold improvements which 
will revert to the owner of the real estate at the expiration of the 
lease. The asset of leasehold improvements decreases in value by 
exactly one-tenth of the cost. Some accountants might set up a 
reserve for leasehold improvements; but since the amount of the 
annual reduction in value is definitely known, it would seem 
preferable to write down the asset. 

Turning now to the second sub-class of profit-and-loss re- 
serves, those representing liabilities for expenses already in- 
curred, we find that the amount of the liability may be only an 
estimate or it may be definitely known. If the amount of the 
liability is only an estimate, as in the case of accrued taxes, there 
can be no objection to the use of the reserve title, although I am 
inclined to believe that greater clearness would be obtained by 
using a self-defining title such as “estimated liability for taxes”. 

But when the amount of the liability can be accurately com- 
puted, it seems preferable to record the liability in some account 
other than a reserve. Mr. Kester has stated this point clearly 
and emphatically, as follows: 

“Why unpaid expenses of any kind should ‘be 
called reserves for expenses when the amount of them 
is definitely known has never been satisfactorily ex- 
plained; yet the practice is sometimes met. There is 
some excuse in the case of expense items the amount of 
which cannot be definitely determined cither from the 
nature of the item itself or other condition over which 
the concern has no control. Thus, ‘reserve for wages’ 
is usually a misnomer, the title ‘wages accrued’ showing 
the item correctly; but ‘reserve for taxes’, while just as 
true a liability as the other item, may be justified on the 
ground that the latter is only an estimate subject to 
correction when the exact amount is known, whereas 
the former is already definitely known.”* 

Before proceeding to a consideration of surplus reserves and 
reserves for unrealized profit, I should like to summarize what 


* Roy B. Kester, Accounting Theory and Practice, vol. 2, page 415. 
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has been said about proft-and-loss reserves. I have suggested 
that the term “reserve” be used only in case the account is set 
up because an actual operating expense or loss of unascertain- 
able amount is known to have occurred. If the loss is con- 
tingent and problematical it may be provided for out of surplus, 
but the provision should not be called a reserve. If the loss is 
certain in amount it should be recorded otherwise than by a 
reserve. 

Thus, estimated deductions from assets on account of de- 
preciation, depletion and bad debts and estimated liabilities for 
expenses such as taxes would be recorded in reserves. Exactly 
measurable deductions from assets would be recorded by writing 
down the asset accounts; exactly measurable liabilities for ex- 
penses would be recorded in liability accounts. Contingent de- 
ductions from assets and contingent liabilities on account of ex- 
penses or losses which may or may not occur in the future would 
be provided for as conservative appropriations of surplus. 


SurRPLUS RESERVES. 


This brings us to the second main class of reserves, namely 
surplus reserves. These may be divided into two sub-classes, 
as follows: 

(a) Conservative provisions for possible or contingent 

future losses; and 

(b) Appropriations of surplus for financial purposes, such 

as the sinking-fund reserve or the reserve for exten- 
sion of plant. 

Both these classes of surplus reserves have this distinctive 
and very important feature in common: they are a part of the 
surplus and should be shown as such on the balance-sheet. 

Dealing with the first sub-class, conservative provisions for 
contingent losses, we find that it may be further subdivided, for if 
the contingency becomes a reality the loss may result in decreas- 
ing the value of an asset or in creating a liability. To illustrate 
a contingent reserve for loss on an asset, let us assume that the 
books are closed using the market value of the inventory at 
December 31st, which is lower than cost; but there is danger 
that the market may still further decline, causing additional loss. 
Consequently a reserve is set up by charging surplus and credit- 
ing a reserve for market fluctuations in inventory. This reserve 
provides for a contingent loss on an asset. 
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To illustrate a contingent loss which may result in a lia- 
bility, let us assume that this concern employs men to work in 
its factory, and that there is a possibility that workmen may be 
injured and liabilities for damages incurred thereby. A reserve 
may be set up to provide for this contingent loss and contingent 
liability. 

Concerning surplus reserves for contingent losses, I wish 
to express an opinion on four points: 

First, when a reserve is set up to provide for a loss, the 
profit-and-loss account should be charged only in case the loss 
has already been incurred. If the loss is contingent, the charge 
should be made against surplus. Thus, in closing the books at 
the end of 1921, a reserve for possible losses in inventories due 
to any market declines which may take place in 1922 should not 
be charged against current profits of 1921, because the loss has 
not yet occurred, it may never occur, and if it does occur it will 
be a loss of 1922. If a reserve for accidents is being set up 
at the end of 1921 because future accidents may result in lia- 
bilities, this reserve should be a charge against surplus. 

I am willing to go so far as to say that a reserve for fire 
loss, in case of self-insurance, should be created out of surplus 
and not out of current income. It may sound radical to say 
that profit and loss should not be charged when the reserve for 
insurance is credited, and I am not sure that I would have the 
temerity to make the assertion if I were not supported by the 
good authority of Mr. Dickinson, who places the “provision for 
insurance against future possible losses from fire and other insur- 
able risks” among the “mere allocations of surplus.”* More- 
over, it seems to be a position which can be logically defended. 
Profit and loss ought not to be charged unless a loss has already 
occurred. The amount may not be ascertainable, but it must have 
occurred before profit and loss can properly be charged, and it 
must have been the result of past operations. Now a loss can 
not occur without reducing the value of an asset or creating a 
liability, and conversely if the assets have not been reduced in 
value and if a liability has not been created there can have been 
no loss. This seers to be the case when a reserve for fire loss 
is set up. Until the fire occurs, the assets are still in existence; 
the net worth has not diminished; there has been no Icss which 
is properly chargeable against operations (even assuming that 


* A. Lowes Dickinson, Accounting Practice and Procedure, pages 149 and 150. 
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a fire loss is an operating expense), and the reserve is a part 
of the surplus. It may be argued that where available experience 
figures are adequate to furnish a trustworthy estimate of the 
future loss, a periodical charge should be made to operations to 
equalize this loss in order to maintain uniformity. The answer to 
that argument seems to be that an appearance of uniformity is 
not desirable when there is no real uniformity. 

The second thing I wish to say in regard to surplus reserves 
for future contingencies is that if a loss does occur it should 
be charged against the reserve only in case it is an extraneous 
loss, and that if it is an operating loss it should be charged to 
profit aad loss regardless of the existence of the reserve. 

To illustrate, assume that a reserve is set up at the end of 
1921 for possible losses on inventories from market declines 
which may take place in 1922. If the loss occurs it should be 
dealt with as other operating expenses are dealt with and should 
be reflected in the profit-and-loss account for 1922. Unless the 
reserve is needed for other possible losses, it should be returned 
intact to surplus. But if a reserve has been set up for fire losses, 
the reserve may properly be charged in the event of a fire. A fire 
loss is extraneous to operations; it is a proper charge to surplus, 
and the reserve for fire loss is merely a portion of the surplus set 
apart and retained for the purpose of absorbing such losses. 

The third thing I wish to say is that, since such reserves are 
in reality surplus, they should be called surplus, although the 
title of the account should indicate that it represents surplus re- 
served or withheld from dividends in order to avoid a deficit in 
the event of some specified loss. I suggest such titles as “sur- 
plus reserved for contingent fire loss,” “surplus reserved for con- 
tingent accident loss” and “surplus reserved for contingent in- 
ventory loss.” 

The fourth thing is that these accounts should appear in the 
balance-sheet as a part of the surplus. Thus in the balance-sheet 
we might have: 


Surplus: 
Reserved for contingent fire loss ...... $25,000.00 
Reserved for contingent inventory loss . 10,000.00 
Total surplus not available for dividends 35,000.00 
Free and available for dividends ....... 60,000.00 


Total CONS 6 iisicik ed ctecvcéwecvetigediereeeen $95,000.00 
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We now come to the second sub-class of surplus reserves: 
those which are appropriations of surplus, not intended as pro- 
visions for contingent losses but designated as not available for 
dividends because of a contract with bondholders or stockholders 
or because of some financial policy of the management. In this 
class we find the reserve for sinking fund, the reserve for work- 
ing capital and the reserve for extension of plant. 

In discussing this class of reserves, I have six things to say. 

First, it would be advisable to discontinue the use of the 
term “reserve” and use in its place the term appropriated surplus 
—thus, “surplus appropriated for sinking fund,” “surplus appro- 
priated for working capital” and “surplus appropriated for ex- 
tension of plant.” 

Second, these accounts should be shown on the balance-sheet 
as part of the surplus, thus: 


Surplus: 
Reserved for contingent fire loss ....... $25,000.00 
Appropriated for sinking fund ........ 10,000.00 
Total surplus not available for dividends 35,000.00 
Free and available for dividends ....... 60,000.00 
TEE sc cadwanensce dd bndapebianecveneen $95,000.00 


Third, in the case of so-called sinking-fund reserves, the ap- 
propriated surplus should be the amount which ought to be in the 
fund if the corporation were exactly meeting its obligations in 
the matter of contributions and if interest were being accumu- 
lated at the theoretical rate used in determining the amount of 
the annuai contributicus. Thus the fund account will show 
what is actra'ly in the fund, while the reserve will show what 
ought to be in the fund. 

Fourth, these accounts should not be set up by charges to 
profit-and-loss, and their existence should in no way affect the 
profit-and-loss account. There was a time when the credit to the 
sinking-fund reserve was offset by a debit to profit-and-loss. 
This is no longer done, but many accountants still charge sinking- 
fund expenses against the reserve and credit sinking-fund income 
to the reserve instead of passing them both through the revenue 
account. Thus the existence of the reserve does improperly affect 
the profit-and-loss account. It is wrong to charge profit-and-loss 
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and credit the reserve when the cash contributions are made to 
the fund, because current income is thereby understated; and it 
seems equally incorrect to understate current income by credit- 
ing sinking-fund earnings direct to the reserve instead of passing 
them through the revenue account. 

Fifth, these reserves may be required by contract or they 
may be optional. The trust indenture of a bond issue may 
specifically require the segregation of surplus as well as the 
creation of a fund; or the requirement may be implied by the 
provision that the sinking fund shall be provided “out of profits.” 
The same may be said if the sinking fund is to be used for 
the retirement of preferred stock. 

It is often contended that an appropriation of surplus for a 
sinking fund for bonds or for preferred stock is expedient even 
though it is not obligatory. The argument in support of this 
contention runs somewhat as follows: The bonds or preferred 
stocks were issued because additional fixed assets were required 
and the funds for their construction could not be spared from the 
working capital. And since it is impossible to make sinking-fund 
contributions and also to pay dividends to the full amount of 
the profits without an eventual impairment of the working capital 
it is advisable to set up a sinking-fund reserve or appropriation 
of surplus to prevent the payment of dividends to the full extent 
of the profits. 

While it is true that the payment of annual dividends equal 
to the annual profits would in many cases result in an impairment 
of the working capital, it does not seem to follow that the 
creation of an appropriated-surplus account is essential. It is not 
essential if the directors can be relied upon to give due consid- 
eration to financial requirements when determining the amount 
of dividends to be paid. Corporate directors as a class can 
scarcely be charged with having sacrificed the financial stability 
of the corporations under their control by unwise dividend poli- 
cies, and it is doubtful whether they need the self-imposed re- 
striction of an appropriated-surplus account. It is sometimes 
said that the reserve is desirable to prevent stockholders from 
clamoring for dividends equal to the balance of the surplus 
account. If this reasoning is sound, the logical conclusion would 
be that the directors should transfer from ordinary surplus to 
permanent surplus all of the balance of the former account ex- 
cept the amount which can safely be paid in dividends. This 
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surely is not necessary as the very purpose of the surplus account 
is to carry the profits not to be distributed as dividends. 

Sixth, if the sinking-fund reserve or appropriated-surplus 
account is required by contract, it should not be returned to sur- 
plus until the last bondholder or preferred stockholder has been 
paid off through the sinking fund. This question rarely arises 
in regard to a sinking fund for bonds, but it does arise in regard 
to a so-called sinking fund for preferred stock, because of the 
difference in the methods of operating the two types of funds. 
When a sinking fund is created for bonds, the bonds purchased 
for the fund are held alive: thus the fund and the reserve steadily 
increase in amount until the maturity of the issue. But the sink- 
ing fund for preferred stock is increased by contributions and 
forthwith decreased by the purchase and cancellation of stock. 
The fund rises and falls; it does not steadily accumulate. Then 
why accumulate the appropriated surplus? Because the appro- 
priation of surplus is made in order to safeguard the working 
capital, to avoid the jeopardizing of future earnings and to main- 
tain the company in an income-producing condition that will 
enable it to meet future sinking-fund requirements for the retire- 
ment of the remaining stock. The last preferred stockholder to 
be paid off through the sinking fund has the right to this pro- 
tection. 

UNREALIZED-PROFIT RESERVES 


Finally, we come to the third main class of reserves: accounts 
which are set up because fixed assets have increased in market 
value and because the write-up ought not to be carried into sur- 
plus. For these accounts I suggest the title “unrealized incre- 
ment.” For instance, “unrealized increment in land value” or 
“unrealized increment in plant value.” Thus we would get away 
from one more use of the term “reserve,” and the term “un- 
realized profit” is self-contradictory. If the increase in value is 
unrealized it can not be a profit. 

Some might say, Credit capital surplus. In my opinion 
the word “surplus” should not appear in the title of an account 
unless that account contains real surplus, either appropriated for 
some reason or free for dividends. Let the surplus account 
contain operating profits, and let the capital-surplus account con- 
tain extraneous additions to surplus which, though not arising 
from operations, are nevertheless realized and legally available 
for dividends. 
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Others may say, Keep the increase in market value off the 
books. This has often been said, but it seems to me that it is 
not necessary. It is only necessary to make sure that the corpo- 
ration does not credit the increase to surplus and incur the risks 
of using this credit for dividends. If the credit is passed to an 
unrealized increment account, clearly understood to be unavail- 
able for dividends, and so shown on the balance-sheet, I see no 
objection to allowing the corporation to show the present value 
of its fixed property. 

SUMMARY. 


To summarize, so far as terminology is concerned, I suggest 
that the term “reserve” be used only when some expense, prop- 
erly chargeable to profit-and-loss, has decreased the value of an 
asset by an indeterminable amount or created a liability which 
can not be accurately computed. Thus the appearance of a re- 
serve on the balance-sheet would always mean that profit-and-loss 
had been charged for an estimated operating expense. 

If the amount of the decrease in the value of the asset is 
exactly measurable, credit the asset account; if the amount of 
the liability is exactly measurable, credit a liability account. 

If the loss has not yet occurred, but is contingent upon some 
future and uncertain event, any provision for the loss should 
be made out of surplus; the account should be called “surplus 
reserved” for this or that contingency; and it should appear on 
the balance-sheet as a part of the net worth. 

Mere appropriations of surplus, for sinking funds, working 
capital, extensions, equalization of dividends, etc., should be 
called “surplus appropriated” for such and such a purpose; and 
so-called unrealized profits should be credited to unrealized-incre- 
ment accounts. 
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Treatment of Foreign Exchange in 
Branch-ofhce Accounting” 


By Cecit S. ASHDOWN 


In recent years, accountants have been confronted with 
many old problems in new forms, connected with business 
abroad. On referring to text-books and periodicals devoted 
to accounting which have appeared from time to time it 
will be found that, generally speaking, these touch lightly 
on our present-day complexities. All appreciate the difficul- 
ties which an accountant has to face in preparing a financial 
statement which involves profit or loss resulting from for- 
eign trading and in the proper presentation and preparation of 
statements of profit and loss for taxation purposes. 

Prior to the commencement of the world war, our inter- 
ests in foreign business as a nation were relatively minor in 
character and largely confined to the disposal of our surplus 
foodstuffs and raw materials, and limited to a few pioneers in 
the foreign field who sought new outlets for specialities. In- 
terest in foreign trade and the development of our trade re- 
lations is now, however, widely distributed throughout the 
country, and the accountant must be prepared to advise his 
clients as to the preparation of the accounts of their foreign 
business. Prior to the war, in this country, there were few 
accountants and, probably, fewer business men who could 
readily quote the exchange rates in the various countries; 
in fact, it was hard to find quotations in many of our leading 
papers. Today, foreign exchange rates are featured, and all 
of us are more or less conversant with the current rates 
prevalent in the principal foreign countries. I fully recog- 
nize that it is within the experience of many that the cur- 
rencies of some of our neighbors to the south were depreciated 
to an extraordinary degree; but the volume of business con- 
ducted with these countries was small, consequently of little 
interest to the great majority of accountants. Today, how- 
ever, the subject before us is one well worthy of careful con- 
sideration by all accountants whether they are concerned 
with foreign undertakings or not. 


*A paper presented at the annual meeting of the American Institute of Accountants, 
Chicago, Illinois, September 20, 1922. 
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I shall not attempt to discuss here the causes underlying 
exchange fluctuations and the theories of economics in- 
volved, but I wish to bring to attention some of the difficul- 
ties which arise in attempting to translate the effect of these 
fluctuations in the accounts of a business which, today, is 
trading abroad. In the space at my disposal, it is impossible 
to deal with more than one phase of the many different kinds 
of foreign commercial branch activities, and I shall, there- 
fore, confine my remarks to a consideration of the accounts 
of a manufacturer in the United States who markets his 
product at home and also has branch houses abroad. 


BRANCH RECORDS 


In the case of a foreign branch established in a country 
where the currency was on a gold basis, up to comparatively 
recent times, it was considered sufficient for all practical pur- 
poses to treat the rates of exchange as stable or fixed. A 
par rate or a figure near that point, which facilitated con- 
version of transactions from one currency to another, was 
adopted for the purpose of converting monthly transactions ; 
any entry necessary to bring to current rates, being of rela- 
tively minor significance, was treated as a profit or loss debit 
or credit, usually on the home office books. 

Since the termination of the world war, exchange rates 
have been fluctuating violently, particularly in those coun- 
tries directly concerned in the war, so that at the present 
time, except in a few instances, all sense of stability in ex- 
change rates has disappeared. As an illustration, the Italian 
lire which was worth at par 19.30 cents has touched a low 
point of ‘3.50 cents and is today about 4.45 cents or a depre- 
ciation of 76% from par, this in turn being a reaction from a 
recent high point of 5.30 cents. Obviously under these con- 
ditions the conversion of transactions at a fixed rate is mis- 
leading and entirely unsatisfactory in making a presentation 
of the results of a foreign-branch business. 

From what I can learn some concerns today are still 
adhering to the normal or pre-war basis of conversion and 
in some instances presenting their consolidated profit-and- 
loss account on these lines. In other cases a new fixed rate 
has been established. Clearly when there is a substantial 
percentage of reduction from par, which is fluctuating from 
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month to month, the sales and expenses when converted at 
these rates are both overstated and mean little, with the re- 
sult that the management of the business concerned is apt 
to believe the volume of the foreign business and amount of 
expense is much larger than is really the case, and thus the 
management gets a distorted viewpoint of the foreign busi- 
ness, unless it confines attention to the accounts in local 
currency. 

It is essential that the accountant keep three distinct 
points clearly in mind: 


First—The home-office records must properly set forth the 
investment in the foreign branch, and only such 
profit or loss on exchange as affects this investment 
should be taken up on the home-office books. 


SeconD—The branch-office records must correctly set forth 
its individual financial position from a local point of 
view and only the exchange adjustments which af- 
fect the branch profit-or-loss account must be taken 
up on the branch books. 


THIrp—Both the home-office and branch balance-sheets and 
profit-and-loss accounts must be so consolidated, that 
the combined financial statements reflect the true 
position from a consolidated standpoint. 

The accounts to be opened and exchange entries to be 
made ir the books of the local branch or local incorporated 
subsidiary company will depend necessarily upon the terms 
of the contract between the branch and the parent company, 
expressed or implied, which governs the conditions of pur- 
chase of goods from the home-office. 

The branch-office must at all times show its true liability 
to the home-office for purchases, which should be considered 
separately from advances by home-office to finance the acqui- 
sition of local fixed assets. These advances are frequently 
represented by capital stock of the local company or some 
form of branch indebtedness other than current account. 
Local working capital often is provided by home-office 
through extension of credit for goods shipped to the branch 
for local sale or provided by the accumulation of local profits. 

In practice it will be found usually that where the branch 
has been operating for a number of years its liability to the 
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home-office on current account represents an accumulation 
of credits for purchases less remittances on account of goods 
purchased aud local profits made. In these circumstances 
the true liability of the branch to home office cannot be stated 
without an adjustment of the profits or losses of the branch 
of previous years. Where remittances have been made in 
local currency, and there is no definite contract between 
home-office and the branch, the probability will be that the 
exchange loss debits in the home-office profit-and-loss ac- 
count have been overstated; on the other hand where the 
branch has been niaking profits and has remitted more than 
its dollar liability to the home-office for goods purchased the 
charges to profit-and-loss for loss on exchange will have been 
overstated in the local books. 

It is a common practice to pay the local branch manager 
a share of the local profits; for this reason, it is necessary 
that the local profits be stated correctly. Further, today, as 
many countries are basing taxation on profits, it is essential 
that the local profits be properly stated, so that proper re- 
turns may be made to the local tax authorities. We have no 
monopoly on tax questions in this country, each and every 
country has its own, and an accountant who has in his charge 
the accounts of a dozen branches, in as many different for- 
eign countries, has his hands full of these problems, which he 
cannot expect to cope with satisfactorily without assistance 
from local counsel and local public accountants. 

For the purpose of continuing the illustration we shall 
assume the case of a manufacturer in the United States who 
has formed a branch in a foreign country, which is either 
conducted as a branch in the name of the parent company or 
incorporated locally as a company with limited liability, with 
or without local participation in the capital stock and with 
all the rights and privileges of a company incorporated locally. 
The relationship between the home-office and branch is that 
between a manufacturer and a dealer—the former shipping 
goods to the latter which disposes of the product. This illus- 
tration may be amplified in that the branch may purchase 
additional goods locally or may manufacture part of the goods 
it sells. Sometimes a service department is also maintained. 
It is assumed that the manufacturer charges the branch for 
all goods shipped at the same prices he would charge an in- 
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dependent dealer, i. e. a discount from domestic list price, 
payment to be made in dollars against goods delivered at 
destination. Under these provisions the exchange difference 
existing when title to the goods passes to the branch forms 
part of the cost of the goods and must be borne by the branch. 
It follows that the branch manager must so arrange his local 
selling price that it covers the loss on exchange; in other 
words, the consumer must pay for the additional cost to the 
branch incurred in remitting dollars. 

The cost of goods purchased from the home-office will, 
therefore, be expressed in local currency at the rate of ex- 
change ruling at the time the goods were acquired, which in 
the illustration used, is the date of delivery at the branch. 
If the gocds were paid for immediately under the terms as- 
sumed in this illustration, there would be no further loss on 
exchange to consider so far as the cost of goods purchased is 
concerned. 

In practice an interval of time almost invariably elapses 
between the due date and the date on which remittance is 
made by the branch. As the exchange iriproves or declines 
in this interval the profit or loss resulting would be a financial 
item and would be shown as such in the profit-and-loss ac- 
count, as distinct from the exchange difference which is in- 
curred when the goods are acquired. 

Theoretically, each purchase from the manufacturer 
should be converted at the current rates at the date of pur- 
chase and the inventory should be debited with these amounts 
and the home-office current account credited. At the end of 
the month the cost of the goods sold should be credited to 
inventory and charged to cost of sales account at the values 
at which the goods have been carried in the inventory. The 
liability to home-office and the inventory should be restated 
at the end of the month at the current rate ruling on the last 
day of the month and the debits or credits resulting should 
be carried to profit-and-loss as a financial gain or loss on 
exchange. If the net result of these two entries to profit- 
and-loss is a credit it would be sound practice to credit a 
reserve rather than to increase the profit for the month. 

In practice, where a large number of transactions is in- 
volved, it will be found extremely laborious to treat with each 
on strictly theoretical lines, and abbreviated methods must 
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be adopted. To facilitate the reconciliation of the account 
between home-office and the branch it is desirable that the 
branch carry the current account in both dollars and local 
currency at the par or a fixed rate of exchange and the in- 
ventory of goods purchased from home-office on a similar 
basis. The current account and inventory are thus both 
understated where a depreciated currency is concerned. 

Correctly to set forth the financial position of the local 
branch it becomes necessary therefore to carry two accounts 
for the inventory of goods purchased from home-office—the 
first being at the fixed rate, the second account representing 
the difference between value at current rate and the value at 
the fixed rate of exchange. The same principle is also applied 
in the case of the home-office account when the branch carries 
the account in both local currency at a fixed rate and the 
actual dollar liability to home-office, a second account being 
set up to cover the additional cost over the fixed rate to be 
incurred by the branch in remitting dollars. 

In cases where the current account has been carried at 
a fixed or par rate of exchange, and the inventory has been 
valued on the same basis, it becomes necessary at some date 
to adjust the liability to home-office to the actual indebted- 
ness. For instance, if the Italian branch owed home-office 
$50,000 at the par rate of exchange, it would show on its books 
an indebtedness to home-office of lire 259,000. If we assume 
that the rate of exchange ruling at the date of the adjust- 
ment was twenty-five lire to the dollar the liability to home- 
office is actually lire 1,250,000, so that an additional liability 
to home-office must be set up for the difference, viz., lire 
991,000, which will be carried in a separate account, entitled— 
say “home-office account, No. 2.” It will be appreciated that 
part of this liability will be represented by goods purchased 
from home-office and unsold at the date of this adjustment. 
The inventory is at the fixed or par rate in local currency 
and must therefore be increased to bring its value to the 
current rate; and in order to facilitate the accounting this 
increase is carried in a separate account entitled—say “In- 
ventory account No. 2.” The difference between the adjust- 
ment in the “home-office account No. 2” and in the “Inven- 
tory account No. 2,” will be carried to surplus account. It 
is presumed that home-office has hitherto been carrying the 
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reserve necessary to adjust this condition in the consolidated 
balance-sheet, and it would be necessary to cancel this home- 
office reserve as the branch has now made the provision. At 
the end of each month or period subsequently both the cur- 
rent account and inventory of home-office goods will be re- 
figured at the current rates ruling at the end of the period, 
and the local profit-and-loss account will be debited or 
credited, as the case may be. 

I may mention that many complications can arise. For 
instance, it will sometimes be found that a branch has re- 
mitted more than is required and that the home-office actually 
owes the branch. Such a condition calls for special considera- 
tion as the branch in overpaying its account for purchases has 
been remitting profits or funds accumulated by the creation 
of reserves. [In taking the loss on exchange on the amounts 
so remitted the branch has assumed a loss which should have 
been absorbed by the home-office. Remittances representing 
profits or funds other than for payment of purchases should 
be kept separately and the home-office should be charged 
with local currency, which it will credit at the rate ruling 
on the date of its receipt. 


HoOME-OFFICE ACCOUNTS 

Consolidated balance-sheet—The investment by home-office 
in a branch which is a local company with limited liability 
will appear on the books of the parent company usually as 
(1) capital stock investment in the local branch company, 
(2) the amount owing by the branch for goods shipped and 
(3) advances to pay for fixed assets or other purposes. 
If the foreign business is solely a branch of the home-office 
the capital stock account is omitted. A fourth item appears 
in the consolidated balance-sheet, viz., the surplus or deficit 
of the local branch. It is often found that the fixed assets 
located abroad are carried on the home-office books at cost, 
but it would seem proper when local statements are required 
for tax or other purposes, that these should be carried in the 
branch books if proper deductions for depreciation, etc., are 
to be admitted to the local profit-and-loss account. 

The general principles to be adopted in converting the 
assets and liabilities and profit-and-loss items are familiar, but 
it is perhaps as well to recite them here. 
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(1)—Convert fixed assets at rates ruling at time they 
were bought or average rate ruling for purchases within 
fiscal period. Where exchange fluctuations have been extreme 
in the period covered and the purchases heavy it would be 
safer to take actual rates ruling at dates of purchases or the 
average monthly rate ruling when purchases were made. 
These assets are for use in the business and they remain in 
the foreign country; consequently they do not vary with the 
current rate of exchange. In cases where there is extreme 
depreciation of the exchange rates from par this rule must not 
be followed too strictly and special cases must be dealt with 
individually. It should be kept in mind that present values 
of fixed assets from a branch viewpoint may be worth much 
more than would appear in local currency owing to increased 
cost of labor and material. 

(2)—Convert current assets and liabilities at rates ruling 
on last day of period. In the case of the home-office account 
the branch will carry the dollar balance and the equivalent 
in local currency at current rate ruling at the end of period, 
the two current accounts with home-office described above 
enabling the conversion to be effected easily. The inventory 
of goods purchased from home-office is shown by the branch 
in doll.rs and the two inventory accounts combined will be 
at current rate of exchange. Current assets and liabilities 
should be shown at values which would arise if liquidation 
took place on last day of period. 

(3)—Remittances will take the form of, first, payments 
for goods in dollars to home-office, the loss on purchase of 
these in the period being charged into the branch profit-and- 
loss account through the “home-office account No. 2”; next, 
payments representing profits will be in local currency and 
will be credited at their value ruling at the date of receipt, 
the home-office taking up the loss or profit involved, and, 
lastly, proceeds of sale of fixed assets or securities or other 
cash payments, not related to the current acccant for goods 
purchased, will be converted at actual rate of exchange on 
each transaction, the home-office taking up the loss. 

(4)—Reserves will be converted at current rates where 
they are to provide for local contingencies. The reserve for 
depreciation of fixed assets should be converted at the same 
rate used in converting fixed assets. 
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(5)—Surplus at beginning of period will be converted at 
rate used at beginning of period and profit-and-loss entries 
at average rates ruling during period. If the period covered 
by the profit-and-loss account is an extended one, and the 
transactions were irregular and fluctuations in rates were 
marked, it would be more correct to use a weighted average 
rate. In organizations which make up monthly accounts, the 
average rate for each month is a fairer figure than the aver- 
age for the year. 

In reviewing the conversion of the various profit-and-loss 
items the difficult question arises at what rate the charges 
for depreciation on fixed assets should be converted. Under 
the plan of balance-sheet conversion outlined the fixed assets 
are converted at rates ruling at the time when they were pur- 
chased; it follows therefore that the depreciation should be 
converted on the same basis, otherwise the proper deprecia- 
tion charge in local currency will have been set up on the 
branch books, while the converted amount of depreciation in 
the consolidated statements will have been understated. 

Owing to the difficulty of continually adjusting the rate 
for the conversion of depreciation, however, the plan may be 
followed of calculating the depreciation in dollars on the dollar 
value of the fixed assets and using the amount so obtained in 
the place of the local currency amount converted at current 
rates. 

The branch trial balance thus converted will not balance, 
and a debit or credit will be required to make it complete. It 
will be found frequently that a debit ensues, as in many 
branches the current assets have been partly financed by sur- 
plus accumulated in prior years and capital stock formerly 
represented by a current account, which was permanently 
capitalized at a previously higher rate of exchange. In 
this instance therefore the debit represents the loss on ex- 
change on assets subject to fluctuation which are financed 
through surplus and capital stock, and a reserve has to be 
set up on home-office books to cover this shortage in values. 
In the consolidated statement the home-office reserve off- 
sets the artificial debit on the converted branch trial balance. 

If the branch has remitted profits, by payment of a divi- 
dend in the period, the exchange loss incurred at the time 
when the dividend is remitted must be taken up on home- 
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office books. For illustration, if a branch surplus was accu- 
mulated when exchange was at par and the local currency, 
at the beginning of the period, had depreciated, so far as the 
surplus was represented by assets subject to loss on ex- 
change a reserve to cover this condition would have been set 
up on the home-office books. When the dividend is received 
by home-office this exchange reserve is debited with the loss 
and surplus is credited, the balance of the credit to surplus 
on account of this dividend coming through the cash account. 

If the reserve on home-office books at the end of a given 
period is insufficient to meet the shortage on the branch- 
office trial balance after conversion, the profit-and-loss ac- 
count must be charged and exchange reserve credited with 
difference, this being a home-office exchange loss due to de- 
preciation of exchange rates on investment in current assets. 
I would menticn here that in practice it is well to accumulate 
credits where possible and carry higher reserves than appear 
necessary at a given date, as the instability of rates even over 
a short period of time calls for conservative treatment. 

Where surplus accounts have been permitted to stand on 
the books of the foreign subsidiary over an extended period, 
it is interesting to note that by converting the surplus at a 
rate prevailing at the end of the previous period the surplus 
account of the subsidiary may be stated much in excess of 
its real worth. his over-statement is however offset by the 
adjustment of the surplus of the parent company, which will 
have been reduced because the exchange reserve has been 
previously set up out of the home-office profits in previous 
years. 

I should like to call attention to one other account which 
is important in dealing with the consolidated statement. Goods 
are usually charged to a branch at a price which will leave 
the home-office or manufacturer a small manufacturing profit. 
This means that the foreign branch-office inventories, when 
converted, are carried above actual cost of production in the 
United States and a reserve or adjustment account must be 
carried on the home-office books to bring the branch inven- 
tory to actual factory cost, for consolidated balance-sheet and 
profit-and-loss purposes. If consolidated monthly statements 
are prepared as promptly as possible after the closing date, 
it follows that the ascertainment of cost of sales must be 
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facilitated; hence the importance of showing the branch in- 
ventories of goods purchased from home-office separately 
from inventories purchased abroad and keeping these inven- 
tories on a dollar basis, as well as in local currency. 

The subject of foreign-exchange accounting is a big one 
and I have skimmed the surface of one aspect of the situation 
only. The practical treatment of transactions in foreign cur- 
rencies, where we are dealing with values which are fluctuat- 
ing and uncertain, is much a matter of compromise. Further, 
the method to be adopted is dependent upon the nature and 
volume of transactions to be recorded; a system which would 
answer all reasonable requirements in some circumstances 
would in other cases be too abbreviated. In any event we 
must not allow our accounting recommendations to involve 
enormous detail in our endeavor to meet the requirements of 
theoretical perfection. 


SUPPLEMENTAL MEMORANDUM, ILLUSTRATING 
THE TREATMENT OF ENTRIES IN THE BOOKS 
OF A FOREIGN SUBSIDIARY BRANCH 
OFFICE AND THE CONSOLIDATION 
OF ITS ACCOUNTS AT THE HOME 
OFFICE 


For the purpose of this example, the accounts are assumed 
to be those of a French subsidiary company. The rates of ex- 
change used are as follows: 


Fes. $ 
The fixed rate Of GxcROMge .... 2.25 .ccccccccccccccces 5 1 
The rate ruling at the beginning of the period ..... 10 1 
The average rate ruling during the period ......... 9.50 1 
The rate ruling at the end of the period ............ 9 1 


It is assumed that the branch is engaged in distributing the 
product of a manufacturer in the United States; further that 
the goods are charged to the branch at factory cost price. The 
statements illustrating the example may be summarized as 
follows: 


Home-office Records 


Statement showing consolidation of home-office and branch 
balance-sheets at beginning and end of period and treatment of 
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the more important transactions in home-office books which arise 
through trading with the branch in the period. (Statements 
A, B, C, D.) 


Brarch Records 
Balance-sheet at beginning and end of period, journal and 
ledger. (Statements E, F, G, H.) 


HOME OFFICE A 
CONSOLIDATED BALANCE-SHEET (WORKING SHEET) 


January 1st (Beginning of period.) 
French Consolidated 








Assets H. O. Branch Total 
Dineed seeds a ons éixkadksccokseeeaoen $500,000.00 $12,000.00 $512,000.00 
TENS oo bo cceccvasteuwiawcu 200,000.00 10,000.00 210,000.00 
Accounts receivable ............2.000: 150,000.00 4,000.00 154,000.00 
CORN shin ou 60kssescenslsutacchnceee 25,500.00 2,000.00 27,500.00 
Current account (French subsidiary) . 9,500.00 9,500.00 
Capital stock (French subsidiary) .... 16,000.00 16,000.00 
Dedewed Ghneges 66... cccccteusseducie 5,000.00 500.00 5,500.00 

906,000.00 3,000.00 909,000.00 

Liabilities 
Costtel ithe icésck cadscecsveivinetael 600,000.00 600,000.00 
Qeee | crinnksv8incsihieans ae 269,000.00 9,000.00 278,000.00 
Reserve for foreign exchange ......... 6,500.00 6,500.00 
Accounts payable 2... .cscscccccsccven 30,500.00 500.00 31,000.00 





906,000.00 3,000.00 909,000.00 





HOME OFFICE B 
CONSOLIDATED BALANCE-SHEET (WORKING SHEET) 


January 31st (End of period) 
French Consolidated 








Assets H. O. Branch Total 
DR UE, a diitis didciac oncscinnnerel $500,000.00 $12,000.00 $512,000.00 
OSS RET ET PE TTS ee 250,000.00 13,000.00 263,000.00 
Accounts receivable ..............+++- 125,000.00 5,333.33 130,333.33 
Cagh ics deniitandsscbbectiecasenaveen 35,500.00 3,000.00 38,500.00 
Current account (French subsidiary) .. 12,500.00 12,500.00 
Capital stock (French subsidiary) ..... 16,v00.00 16,000.00 
Doeterwel GRAGUME ok cis s coscccnoas sees 4,000.00 555.55 4,555.55 

943,000.00 5,388.88 948,388.88 

Liabilities 
Capital stole. «ics svicesvisine@e.aveees ve 600,000.00 600,000.00 
GeeNG kicks vice o0es- Sot veces eee 270,500.00 8,000.00 278,000.00 
Profit for period ........scsecscsesees 15,666.66 1,000.00 16,666.66 
Reserve for foreign exchange ......... 5,388.89 {ee 
Accounts payable .........sccecceceses 51,944.45 1,777.77 53,722.22 





943,000.00 5,388.88 948,388.88 





273 





The Journal of Accountancy 








HOME OFFICE 


CONSOLIDATED PROFIT-OR-LOSS STATEMENT 


FOR THE MONTH ENDED JAN. 31. 


French Consolidated 





H.O. Branch Total 
NREL ee ete eRe aero $300,000.00 38,000 $4,000.00 $3504,000.0U 
Re eer ro 175,000.00 19,000 2,000.00 177,000.00 
EP RES 125,000.00 19,000 2,000.00 127,000.00 
aera wh sks bepes coca 110,000.00 10,000 1,052.63 111,052.63 
Exchange loss or gain ......... 666.66 500 52.63 719.29 





Net profit carried to balance-sheet 15,666.66 9,500 


1,000.00 16,666.66 











HOME OFFICE D 
ACCOUNTS AFFECTED BY FOREIGN EXCHANGE TRANSACTIONS 
IN PERIOD 
LEDGER 
Surplus Account 
SE OO 5. occ trans eke RAE T A dx aba oes $269,000.00 
31 Cash a/c French dividend (journal entry 
Dk Elin... chiiehee + keebnee tha mEles 555.55 
31 Exchange reserve, portion of exchange re- 
serve utilized on transfer a/c profits 
(Gjourmal emtry NO. 'Z) 0... ccccccceseces 444.45 
270,000.00 
Reserve for Foreign Exchange 
Da SCs is cadincd és kvzengenedesssseinekes 6,500.00 
31 French subsidiary dividend account (journal 
embey TE.) . dan canboakebese kes ences 444.45 
31 Profit or loss (journal entry No. 3) ........ 666.66 
ey ED 5 ok A 3 4ka coletaeebaaieken oaian 5,388.89 
6,500.00 6,500.00 
a ES, Oe te eden wammbale 5,388.89 
Profit and Loss Account 
Jan. 31 Reserve for foreign exchange (journal entry 
Th UE ho imede eeean dats xd eda 666.66 
Assumed profit of domestic business for month 15,000.00 
15,666.66 
JouRNAL 
Tee) bac cagtiobihanee «<p hin évenmhaek saa aatie 555.55 
ote ates sie nee nade hie aka 555.55 
being proceeds of dividend of 5000 fcs re- 
ceived when rate was 9 fcs .o $ 
CZ) TR BORNE S55 os dic de cscs ccccseseests 444.45 
RRR SESE Sc Ere eee 444.45 


being difference between amount actually re- 
ceived in cash for dividend and amount at 
fixed rate of exchange 
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(3) Foreign exchange reserve ..........c.seeeeees $666.66 
Oly RE OU ee ico ee inn seen $666.66 
To adjust the exchange reserve to amount 
4° required to cover loss on exchange on invest- 


ment in current assets other than for goods 
urchased from home office. (See converted 
ranch balance-sheet statement F.) 


FRENCH BRANCH E 
BALANCE-SHEET, JAN. 1 (BEGINNING OF PERIOD) 
Rate used in 





























Assets Francs $ conversion 
Furniture, fixtures, real estate ............. 60,000 12,000 5fcsto$ 
Inventory #1 (@ fixed rate 5 fcs to $).... 50,000 
Inventory #2 (representing difference be- 10,000 10 fcsto$ 
tween fixed and current rate).. 50,000 
Caghh: 5 so ccsesstindoak ip tases d0 esa eee 20,000 2,000 do 
Acapete receivehe. icc ockcéckcivausaaaen 40,000 4,000 do 
Dekerred GD oo scceschindonsscivceawnunn 5,000 500 do 
225,000 28,500 
Liabilities 
, Capital ato | ck osdcc ab cscuthabessnbaasns 80,000 16,000 5S fcsto$ 
Surging <0. isckndsnenas 0saconaheeecmiaerns 45,000 9,000 do 
Home-office account No. 1 (@ fixed rate of 
CTE ics ceninnessdnaanen 47,500 
Home-office account No. 2 (representing dif- 9,500 10 fcsto$ 
' ference between fixed rate and 
GMeMemt TREE) oc ccscccsceccevss 47,500 
Aguuumtn GHD. 60ccaa ici es ccahiuseansenen 5,000 500 do 
225,000 35,000 
Diseases .... .svinessnhace Dr. $6,500 
FRENCH BRANCH F 
BALANCE-SHEET, JAN. 31 (END OF PERIOD) 
Rate used in 
Assets Francs $ conversion 
Furniture aot Sn aE ethics MEPL ESA, o™ 12,000 5fcsto$ 
Imwentogy NO. Eo... cic bide intewthenweneen J 
Ioventery Na-3 ....0<: nce sasans Gaaueenee 000 t 13,000 9 fes. to$ 
Cat: ocace > cakseasecs die ksb eens 27,000 3,000 do 
Accounts receivable ..........cceecccccsece 48,000 5,333.33 do 
Dafora nd GharQed sc dteidecbtcccseccocenouen 5,000 555.55 do 
257,000 33,888.88 
Liabilities 
Caphtel Gt oni Sakccvavevges 4s Bibaesnams 80,000 16,000 5 fcs.to$ 
Semmes hinnh occ cnscnndebans sossbbuadeses 40,000 8, do 
— 3 loss aurttes, your) ridbaidte oeamik Pes 1,000 9.5 fes. to $ 
ome-office account NO. 1 ...eee eee eeeees . 
Home-office account No. 2 .....-.....00000: Sano | 12,500 9 fcs to $ 
- Accoumis payable ...ccesecccsccctesdsscnme 15,000 1,777.77 do 
257,000 39,277.77 
TG a oa e's Saeaaeeass Dr. $5,388.89 
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1 


6 


7 


FRENCH BRANCH 
JOURNAL 


Jan. 90 Sommnbate O48 i cickcadsbicsecdes cc tt 


“ 


“ 


31 


31 


31 


31 


To home-office account No. 1 ...... 

To record purchase of goods invoiced 
at $3,000.00 

NE Te o. centninkbenadnnanass 
To home-office account No. 1 ...... 

To record purchase of goods invoiced 
at $2,000.00 

Home-office acount No. 1 ............ 

Home-office account No. 2 ............ 
, eRe re remy ee 

To record payment of $2,000 to home 
office @ lire 9.5 to the dollar 


Aecpute receiwwble. ooo ccc iiccicc veces 
To profit or loss account (sales).... 
To record sales for month of January 
Profit-and-loss account ............... 
i ME DOG, Be pgdesstvecesccese 
To inventory No. 2 ..........se000s 
To record cost of goods sold during 
month of January which is arrived at 
as follows: 
Cost of goods sold ee 
@ fixed rate = fcs. 10,000 
@ average rate . for month 
9.5 to the $ = fcs. 19,000 


SND 6. iii déwneredn 9,000 
CS ee ems siianidas esa unmol 


To accounts receivable ............. 
To record receipts for month in settle- 
ment of customers’ accounts 


NE cn tka sbhosieccscs 
To home-office account #2 ........ 
Profit-and-loss .............. coun 

To adjust inventory #2 and home- 
office account #2 as follows: 
Inventory at end of month 
$13000 @ 9.5 to the > adammana 
Inventory iz —bal. 65,000 
Inventory #2—bal, 41°000.00 106,000.00 

Difference 


11,000.00 
Home-office account $12,500 
@ 95 to the dollar =112,500.00 
Home-office account 
cael dat cg Sake 62,500.00 


Home-office’ account 
0 BR SG RR eee 39,500.00 102,000.00 


10,500.00 


The difference between the two above 
adjustments, viz. 500 fcs., represents a 
gain on exchange due to improvement 
in exchange rates since the beginning 
of the period. 








Difference 
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38,000.00 


19,000.00 


18,000. 
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@ Jon. Si. Seteiet .. 2. ctadinnieeee $5,000.00 
To dividend account .........-...00: $5,000.00 
644% dividend on capital stock 
9 *. Bf Se Me ie ocs Stews decease 5,000.00 
ei GR Sia occ. su thudcceuueees 5,000.00 
Draft in favor of home office in pay- 
ment of dividend 
10 “ 31 Profit-and-loss account (expenses)... 10,000.00 
To accounts payable ...............- 10,000.00 
Expenses for the month 
FRENCH BRANCH H 
LEDGER 
Accounts Receivable 
Fes. Fes. 
Jom: 2. Wee os on cckanéulicasveccetdsheasnisetees 40,000 
31 Profit-and-loss (Sales) journal entry #4 .. 38,000 
Si Cusky Soctranl  aee TE os i kag ade cd dcackccces ,000 
31 Balance carried forward .............eceeees 48,000 
78,000 78,000 
Feb. 1 Balance brought forward ...............+. 48,000 
Deferred Charges 
Jom; 1. Baltete c...00 ivcacdpucavanetadsspéusseeas 5,000 
Capital Stock 
Jom. 1 Beabemme ocscsdessscgeneccecsscteeeeeee 80,000 
Surplus 
Jom. 2 DOE oo sscindavwedscsindedectasssiassaeean 45,000 
31 Dividend journal entry #8 ................ 5,000 
31 Balance carried forward ...........eeseees: 40, 
45,000 45,000 
Feb. 1 Balance brought forward .............+.00. 40,000 
Home-office Account #1 (at fixed rate) 
$ Fes. $ Fes. 
Jom. 1 DRaRRne vccantoccemmivevasess 9,500 47,500 
10 Inventory account #1 journal 
ORtty BE. ssvusagasionssss 3,000 15,000 
20 Inventory account #1 journal : 
MEY BE.ascstvesecsscess 2,000 10,000 
21 Cash journal entry #3..... 2,000 10,000 
31 Balance carried forward... 12,500 62,500 
14,500 72,500 14,500 72,500 
Feb. 1 Balance brought forward 12,500 62,500 - 
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Jan. 


Jan. 


Feb. 


31 
31 
31 
31 


1 


31 
31 


1 
10 


20 


31 
31 
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FRENCH BRANCH Hl 
LEDGER 
Home-office Account #2 
Fes. Fes. 
Nee oe ica vances 47,500 
eS eer l 8,000 
Sundries journal entry #7 ................ 10,500 
Balance carried forward ...............se.+- 50,000 
58,000 58,000 
Balance brought forward ................+- 50,000 
Accounts Payable 
NE ino nvccneccane eines +shbbbidebee 5,000 
Profit-and-loss (expense) journal entry #10. 10,000 
Balance carried forward ............scsecees 15,000 
15,000 15,000 
Balance brought forward .................. 15,000 
Profit-and-loss Account 
Accounts receivable journal entry #4 ...... 38,000 
Inventory #1 and 2 journal entry #5...... 19,000 
Sundries journal entry #7 ..............00. 500 
Accounts payable BUG oo ..c.cccccccscccscees 10,000 
Balance carried forward ..........c.ccceee. 9,500 
38,500 38,500 
Balance brought forward ..............s00. 9,500 
Dividend Account 
Surplus journal entry #8 .................. 5,000 
Come. SOUR GES BOP vcnctdnvensccsssccses 5,000 
5,000 5,000 
FRENCH BRANCH H2 
LEDGER 
Furniture and Fixtures 
Fes. 
DEE cricccucndtbanacendwan 60,000 
Inventory No. 1 Account (at fixed rate) 
$ Fes. $ Fes. 
I a 8 ase canaiens 10,000 50,000 
Home-office account #1 journal 
SE IE istccescsccceuiens 3,000 15,000 
Home-office account #1 journal 
GE GE cketessitiienee 2,000 10,000 
Profit-and-loss journal entry #5 2,000 10,000 
Balance carried forward ..... 13,000 65,000 
15,000 75,000 15,000 75,000 
Balance brought forward .... 13,000 65,000 
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Inventory No. 2 Account 


Fes. Fes. 
Jom. 3 BO oo skecdannieeaeesn 50,000 
31 Profit-and-loss journal entry #5 9,000 
31 Sundries journal entry #7... 11,000 
31 Balance carried forward ..... 52,000 
61,000 61,000 
Feb. 1 Balance brought forward .... 52,000 
Cash 
Fes. Fes. 
Jam. 2 DORR cdi caccecesesussounse 20,000 
21 Home-office account #1 and 2 
journal entry #3 .......... 18,000 
31 Accounts receivable journal en- 
0 TEES catieineedh sissantane 30,000 
31 Dividend account journal entry 
D ccugaedereeeadikssseeaes 5,000 
31 Balance carried forward ...... 27,000 
“50,000 50,000 
Feb. 1 Balance brought forward ..... 27,000 
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EDITORIAL 





Restriction of Advertising 


From the beginning of public accountancy as we know it 
today in this country it has been the constant effort of its leaders 
to establish their calling as a learned profession. All real friends 
of accountancy have had ever before them the hope and the ex- 
pectation that the recognition which they themselves gave to the 
status of their vocation would extend to the business, financial 
and professional community. The time is long past when any 
doubt could be entertained as to the propriety of classifying a 
public accountant as a professional man. There are, of course 
grades of professional excellence, but it may be asserted beyond 
peradventure that the man or woman who offers to render pro- 
fessional accounting service to the public is entitled to classifica- 
tion as a member of a profession. 

One fundamental difference between commercial and pro- 
fessional undertakings is the attitude of the participant toward 
his own activities. It is quite right and proper for a man of 
business to extol the wares which he has to sell. No one ques- 
tions the good faith or ethical standing of a merchant who de- 
scribes his merchandise in the highest terms compatible with 
truth. 

The professional man on the other hand is selling his own 
innate and acquired abilities, and it is generally agreed that lauda- 
tion of a man’s personal qualifications, if not absolutely unethical, 
is certainly in bad taste. With this in mind, the members of the 
accounting profession have from the beginning sought to restrain 
personal advertisement. The subject is old and rather hackneyed. 
Hardly a meeting of accountants passes without comment and 
discussion upon some phase of the advertising question. All 
these discussions have been productive of good results. The 
wider and more comprehensive the discussion the better for all 
concerned. 
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It has, however, been extremely difficult to reach a con- 
clusion, and many of those most opposed to advertising have been 
reluctant to attempt to force their opinions upon other members 
of the profession. Consideration has been protracted over many 
years; but everyone has recognized that we have been tending 
more and more to the time when there would be an actual rule in- 
hibiting personal advertisement. 

Now the expected has happened, and the rule has been 
adopted by the American Institute of Accountants. 

The report of a special committee appointed in 1920 which 
reported to the institute in 1921 is directly responsible for the 
present enactment. The substance of that report was a recom- 
mendation that advertising should be prohibited. The report 
led to prolonged discussion at the annual meeting of 1921 and 
proponents ard opponents, were given every opportunity to 
express their views in full. After discussion the following 
resolution was adopted : 


“RESOLVED, That the committee’s report be ap- 
approved and that it is the sense of this meeting that 
the publication or circulation of ordinary simple busi- 
ness cards, being a matter of personal taste or custom 
and convenience, is not improper, but solicitation of 
business by circulars or advertisements or by personal 
communications or interviews, not warranted by personal 
relations, is unprofessional and should not be permitted. 
It is desirable that the publication of books and articles 
on accountancy subjects should be encouraged to the 
fullest extent, but care should be taken that such pub- 
lications do not contain self-laudatory expressions. If 
it deems it necessary the council is authorized to formu- 
late rales for the guidance of the members to the end 
that a high standard of professional ethics and conduct 
shall be maintained.” 


At the meeting of council of the institute held in April, 1922, 
it was resolved that the committee on professional ethics should 
be directed to prepare a rule in accordance with the foregoing 
resolution. The rule thus called for was presented at the meet- 
ing of council of the American Institute of Accountants held 
September 18, 1922, and was adopted. Subsequently, the action 
of the council in adopting the rule was approved by the institute 
at its meeting of September 19th. 
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The rule reads as follows: 

“No member or associate of the Institute shall ad- 
vertise his or her professional attainments or services 
through the mails, in the public prints, or by other writ- 
ten word ; but any member or associate may cause to be 
published in the public prints or otherwise, what is 
technically known as a “card.” A card is hereby de- 
fined as an advertisement of the name, title (member of 
American Institute of Accountants, C. P. A., or other 
professional affiliation or designation), and address of 
the advertiser without} further qualifying words or 
letters; or in the case of announcements of change of 
address or personnel of firm the plain statement of the 
fact for the publication of which the announcement 
purports to be made. Cards permitted by this rule when 
appearing in newspapers shall not exceed two columns 
in width and three inches in depth; when appearing in 
magazines, directories and similar publications, cards 
shall not exceed one quarter page in size. This rule 
shall not be construed to inhibit the proper and profes- 
sional dissemination of impersonal information among 
a member’s own clients or personal associates, or the 
properly restricted circulation of firm bulletins contain- 
ing staff personnel and professional information.” 


This rule, which becomes No. 12 of the rules of professional 
conduct, was prepared by the committee on professional ethics 
after careful consideration and drafting and redrafting. It is 
believed by the committee that it covers the requirements of the 
case adequately. It will be noted that the so-called “card”, for 
which some accountants still maintain a fondness, is not forbid- 
den. As we interpret the rule, it is prohibitive of personal praise. 
If that be the correct interpretation, we fail to see how there 
may be serious objection to its enforcement. However, the rule 
has been adopted, and is now embodied in the code of the 
institute. 





Chapters 


When the American Institute of Accountants was founded 
in 1916, various matters not included in the constitution and by- 
laws were omitted in the belief that their consideration would be 


better postponed until the institute was more firmly established. 
Among these questions was the formation of state or local 


organizations to consist of members of the institute. Such sub- 
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sidiary groups, usually described as chapters, were strongly 
favored by many members of the institute, and for some years 
there has been a committee considering the whole question and 
making recommendations from time to time looking toward the 
permission to create local chapters if the members of the in- 
stitute residing in any given district so desired. 

Difficulties have been met, chiefly because of the problem 
arising in states where there are already strong state societies 
many of the members of which are not members of the institute. 
These difficulties, however, seem to have been largely overcome 
by the general agreement that any form of chapter organization 
should be optional. If the accountants in any section desire to 
form a chapter, the thought was expressed that they should be 
permitted so to do. 

Finally the matter reached a definite conclusion in the adop- 
tion of an amendment of the constitution of the institute at 
the annual meeting held last month. All amendments to the 
constitution or by-laws of the institute before becoming effective 
must be approved in writing by a majority of the voting members, 
and it is therefore possible that the amendment adopted at the 
meeting may not be ratified by the membership. The possibility, 
however, is somewhat unlikely. 

The amendment provides that article V of the constitution 
shall read as follows: 


“CHAPTERS 


“Upon application to the council of the Institute 
and subject to its approval, there may be organized in 
any state, by members resident or having a place of 
business therein, a subsidiary body to be known as a 
chapter of the American Institute of Accountants under 
such rules and regulations as the council of the In- 
stitute may prescribe.” 


The present articles V and VI of the constitution then 
become articles VI and VII, respectively. 


This amendment, if finally ratified, should provide ample 
opportunity for the creation of chapters wherever members wish 
to have them. The provisions are sufficiently liberal to allow 
a good deal of diversity in the actual form of chapter organiza- 
tions and will probably meet with the approval of all who have 
the chapter idea at heart. 
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A decision recently handed down by Judge Anderson of the United States 
circuit court of appeals is embodied in treasury decision No. 3368, published 
in this month’s issue of THe Journat or Accountancy. This decision 
appertains to the subject of whether or not certain corporate bodies are 
subject to the capital-stock tax under the revenue acts of 1916 and 1918. 
The appealing taxpayers sought to be classed as “Massachusetts trusts” or 
trusts, rather than associations. The court has written a comprehensive and 
lucid definition of what must be present if a taxpayer is to be considered a 
trust, and if this decision is read afetr a reading of solicitor’s memorandum 
No. 1068, the court’s reasoning in the present cases becomes clear and his 
conclusions logical. Solicitor’s memorandum No. 1068 reads as follows: 


“Where beneficiaries holding certificates evidencing their interest under 
a so-called ‘Massachusetts trust’ agreement annually elect persons delegated 
to conduct the affairs of the trusts, thus retaining a voice in the business, 
the trust is an association and is subject to normal tax upon its income 
under the acts of 1913, 1916 and 1918; the excess profits tax under the 
acts of 1917 and 1918; the capital stock tax under hte acts of 1916 and 
1918; and the certificates issued by the trust to the beneficiaries are sub- 
ject to the stamp tax under the acts of 1917 and 1918. 

Where the trustees originally appointed were to hold office during the 
entire period of the trust, the right of the shareholders being limited to 
filling vacancies, the beneficiaries not retaining any substantial control over 
the affairs of the trust, such a trust is not an association or taxable as 
such under section 230 of the act of 1918, but under section 219 relating 
to trusts. They are not subject to the excess profits tax nor the capital 
stock tax, nor are the certificates issued by the trustees subject to stamp 
tax. 


The court also has something to say with reference to non-par stock 
which it would be well to add to one’s information upon that subject. 

Another decision published this month deals with the subject of depletion 
of oil and gas properties. This decision (No. 3386) amends the language 
of article No. 170 of 1916 regulations No. 33. This is rather ancient, but 
is published for the benefit of those who may still have controversies with 
the government upon taxes under the revenue act of 1916. 


TREASURY RULINGS 


(T. D. 3368, July 12, 1922.) 
Capital stock tax—Revenue acts of 1916 and 1918—Decision of court. 
1. Tax Statutes—RuLe or CoNSTRUCTION. 

While, in applying tax statutes, reasonable doubt smust be resolved in 
favor of the taxpayer, revenue acts are not penal statutes; the govern- 
ment is not to be crippled by strained and unnatural construction of tax 
statutes fairly plain. 

2. SAME. 

When language used in an earlier statute has in ap lication received 
judicial construction, change in language in later Po esate legislation 
imports legislative purpose to attain a different result. 

3. ASSocIATIONS—TAXABILITY oF NonsTATUTORY ASSOCIATIONS—CONSTRUC- 
TION oF Revenue Acts or 1916 anp 1918. 

The contrast between the language used in the act of August 5, 1909, 

imposing a tax on every joint-stock company or association “organized 
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under the laws of the United States,” etc., and in the revenue acts of 
1916 and 1918, which imposed a capital stock tax upon associations “organ- 
ized in the United States,” shows that Congress intended to avoid the 
effect of the holding in Elliott v. Freeman (220 U. S. 178), that the 1909 
act did not cover certain Massachusetts trusts because limited to organi- 
zations deriving some power or benefit from statute. Therefore, non- 
statutory associations are subject to the capital stock taxes imposed by 
the revenue acts of 1916 and 1918. 


4. Massacuusetts Trusts—Taxapiity as “AssociaTions”—ConstTRuc- 
TION oF Revenue ‘Acts or 1916 anp 1918. 

Section 407 of the revenue act of 1916 and section 1000 (a) of the 
revenue act of 1918, imposing an excise tax measured by the value of 
the capital stock of associations, include business organizations known 
as Massachusetts trusts, where the shareholders or beneficiaries have 
power to control the trustees. 


5. Same—No Par Vatue or Stock, Errecr or. 

Whether the stock of a corporation, of an association, or of a joint-stock 
company, has or has not par value is immaterial in determining liability for 
the capital stock tax imposed by the revenue acts of 1916 and 1918, since 
stockholders own beneficially the net value of the corporation’s assets, 
whether a definite value is or is not attributed to their shares, severally or 
in mass. 

6. Same—GeENERAL Purpose or CONGRESS. 

The manifest general pu of Congress, in imposing a capital stock tax 
by the revenue acts of O16 and 1918, was to tax business deriving powers 
and making profits from association, particularly business done by organi- 
zations getting all or a substantial part of their capital on transferable shares, 
such as are commonly sold to the investing public. 


7. Massacnusetrs Trusts—Errect of ENACTMENT BY MASSACHUSETTS 
LEGISLATURE. 

The Massachusetts Legislature, by acts passed prior to the passage of the 
revenue acts of 1916 and 1918, expressly recognized Massachusetts trusts 
as associations, not as trusts or partnerships; congress must be held to have 
used the word “association” as the Massachusetts legislature had previously 
defined and used it. 

8. SAME. 

By act of 1916, chapter 184, the Massachusetts legislature made Massa- 
chusetts trusts liable to creditors in like manner as if corporations; by 
analogy they have similar liability to the federal government for taxes. 

9. Same—Prior Decisions. 
. Malley v. Bowditch (259 Fed. 809) followed and Crocker v. Malley (249 
U. S. 223) distinguished. 

The appended decision of the United States circuit court of appeals for 
the first circuit, in the cases of Malley, former collector, v. Howard et al., 
trustees; Casey, acting collector, v. Howard et al., trustees; Malley, former 
collector, v. Crocker et al., trustees; and Malley, former collector, v. Hecht 
et al., trustees, is published for the information of internal revenue officers 
and others concerned. 


Unrrep States Crrcurr Court or APPEALS For THE First Circuit. Ocrto- 
BER TERM, 1921. 


No. 1551. John F. Malley, formerly collector of internal revenue, defendant, 
plaintif in error, v. Arthur L. Howard et al., trustees, plaintiffs, defend- 
ants in error. No. 1552. Andrew J. Casey, acting collector of internal 
revenue defendant, plaintiff in error, v. Arthur L. Howard et al., trustees, 
plaintiffs, defendants in error. No. 1553. John F. Malley, formerly col- 
lector of internal revenue, defendant, plaintiff in error vy. Alvah Crocker 
et al., trustees, plaintiffs, defendants in error. No. 1554, John F. Halley, 
formerly collector of internal revenue, defendant, plaintiff in error, V. 
Louis Hecht jr., et al., trustees, plaintiffs, defendants im error. 
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Error to the District Court of the United States for the district of 


Berore BINGHAM, JOHNSON, AND ANDERSON, Judges. 
OPINION OF THE COURT. 


[June 6, 1922.] 


ANDERSON, judge: These cases involve the validity of taxes imposed upon 
business organizations, commonly known as Massachusetts trusts, under the 
revenue acts of 1916 (39 Stat. 789) and 1918 (40 Stat. 1057). Nos. 1551 
and 1552 involve the Haymarket Trust and we treat them as one case. The 
cases were argued as a group and may be conveniently dealt with in one 
opinion. 

The chief business of the Haymarket and Hecht trusts is that of owning, 
managing, and leasing real estate, and distributing the net income to its 
shareholders. These concerns deny that they are associations within the 
meaning of the statutes. 

The Crocker trust is a large manufacturing concern. It admits that it is 
an association within the meaning of the statutes, but it claims immunity 
from the tax on the ground that it has no capital stock within their meaning. 

The court below sustained the plaintiff's contentions in each case, and the 
government brought the cases here on writs of error. 

The fundamental question is whether the plaintiffs are associations having 
a capital stock represented by shares, within the meaning of these provisions. 
So far as the issues in these cases are concerned, the provisions of the two 
statutes seem to us to be equivalent, for there is now presented no contro- 
verted question as to the amount of any tax; we therefore need not consider 
the different amounts exempt under the two statutes or the retroactive and 
subsitutional effect of the 1918 statute. 

The act of 1916 levies a tax on associations “now or hereafter organized in 
the United States for profit and having a capital stock represented by shares 
* * * with respect to the carrying on or doing business by such * * * 
association * * * equivalent to 50 cents for each $1,000 of the fair value 
of its capital stock, and in estimating the value of capital stock the surplus 
and undivided profits shall be included. * * * The amount of such annual 
tax shall in all cases be computed on the basis of the fair average value of 
the capital stock for the preceding year”—with an exemption not now 
material. 

The act of 1°18, section 1, includes associations under the term “corpora- 
tion;” and in section 1000 (a) provides for an annual “special excise tax 
with respect to carrying on or doing business equivalent to $1 for each 
$1,000 of so much of the fair average value of its capital stock for the pre- 
ceding year,” etc. “In estimating the value of capital stock the surplus and 
undivided profits shall be included.” 

Both acts are conceded to levy an excise tax with respect to doing business, 
the amount of the tax being measured by the average value of the capital 
stock, including any surplus and undivided profits as a part thereof. All 
the plaintiffs agree that they are doing business within the meaning of 
these acts. 

While we recognize that in applying this and every other tax statute rea- 
sonable doubts must be resolved in favor of the taxpayer (Gould v. Gould, 
245 U. S. 151) yet revenue acts are not penal statutes; the government is 
not to be crippled by strained and unnatural construction of tax statutes 
fairly plain—Cliquot’s Champagne (3 Wall. 114, 115); United States v. 
Hodson (10 Wall. 395); Worth Bros. v. Lederer (251 U. S. 507). 

Taxation of this general kind began with the passage of the act of August 
5, 1909 (36 Stat. 11, 112), which imposed a tax “on every corporation, joint- 
stock company, or association organized for profit and having a capital stock 
represented by shares * * * now or hereafter organized under the laws 
of the United States or of any State or Territory * * * with respect 
to the carrying on or doing business by * * * such corporation, joint- 
stock company, or association * * * equivalent to 1 per cent upon 
entire net income over and above $5,000,” etc. 
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This statute, passed before we had the sixteenth amendment, was attacked 
as an income tax and therefore unconstitutional. But the supreme court held 
that it was not an income tax, and sustained it as an excise tax—Flint v. 
Stone Tracy Co. (1911), (220 U. S. 107). It was measured by the income, 
not as under the present law, on the capital used. 

In Eliot v. Freeman (220 U. S. 178), the court at the same time held the 
act of 1909 not to cover two typical Massachusetts real estate trusts, on the 
ground that “the lang uage of the act, ‘now or hereafter organized under the 
laws of the United States, etc., imports an organization deriving power 
from statutory enactment.” Organized as purely nonstatutory, they were 
exempt. 

The gist of the present case is whether the statutes of 1916 and 1918 are, 
as the plaintiffs contend, to be given the same interpretation in favor of 
exempting, such organizations as was given by the supreme court to the 
act of 1909, 

The government, on the other hand, contends that the language of the 
acts is plainly applicable to such organizations; that the history of the legis- 
lation shows that congress intended to avoid the result reached in Eliot v. 
Freeman, supra, and that there are no applicable decisions of the courts sup- 
porting the plaintiffs’ position. We think the government is right, and that 
the court below erred in holding that such organizations are not associations 
within the meaning of these revenue acts. 

The language of the statutes, supra, seems so plain that repetition and par- 
aphrasing would add nothing. 

The history of the legislation lends emphasis to the initial impression of 
its import. For it is elementary that when language used in an earlier statute 
has in application received judcial construction change in language in later 
analogous legislation imports legislative purpose to attain a different result. 
If congress had intended the acts in question to have the restricted applica- 
tion given by the supreme court to the act of 1909, there was no conceivable 
reason for changing the words “organized under the laws of the United 
States or of any State,” etc., etc., to “organized in the United States.” 

We think it piain that by this change congress intended in the later acts 
to include nonstatutory organizations and to avoid the restriction found b 
the supreme court in the words of the 1909 act. ‘We can not accord wit 
the learned district judge in his view that “it is hard to discover any sub- 
stantial distinction between the scope of” the act of 1909 and the acts of 1916 
and 1918 “as far as ‘associations’ are concerned.” We think there is a vital 
and controlling distinction. 

Eliot v. Freeman wes decided in 1911. In 1913 an income tax act was 
passed (38 Stat. 114, 166), imposing such tax “on every corporation, joint- 
stock company, or association, and every insurance company organized in 
the United States, no matter how created or organized, not including part- 
nerships.” The original case of Crocker v. Malley (249 U. S. ), the 
plaintiffs’ chief reliance, arose under this statute. Sitting as district court, 
Judge Bingham, in July, 1917, held the Wachusett Realty Co., the prede- 
cessor of the present Crocker Association, a trust, according in that regard 
with Judge Hale in a decision made on May 23, 1914, in the case of Crocker 
v. Crocker. 

But in this court (250 Fed. 817) the organization was held an association 
within the meaning of the statute. The supreme court reversed this court, 
adopting the view of the district court. The decisions, both in the supreme 
and district courts, against the government, turned upon the fact that the 
shareholders had fio real control over the trust estate; so that it therefore 
fell within the doctrine of Williams v. Milton (215 Mass. 1), from the 
opinion in which Mr. Justice Holmes quoted (249 U. S. 223, 232) as follows: 

There can be little doubt that in Massachusetts this arrangement would 
be held to create a trust and nothing more. “The certificate holders * * * 
are in no way associated together, nor is there any provision in the [instru- 
ment] for any meeting to be held by them. The only act which (under the 
{declaration of] trust) they can do is to consent to an alteration * * * 
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of the trust” and to the other matters that we have mentioned. They are 
confined to giving or withholding assent, and the giving or withholding it 
“is not to be had in a meeting, but is to be given them individually.” “The 
sole right of the cestius que trust is to have the property administered in 
their interest by the trustees, who are the masters, to receive income while 
the trust lasts, and their share of the corpus when the trust comes to an end.” 

The trustees of the Wachusett concern held title, subject to a long lease, 
to eight mills and to the stock of the corporation operating these mulls, and 
distributed the net income to the eight beneficiaries of the trust. The 
trustees were not managing the mills; the organization was not a business 
enterprise within the normal use of that term. The beneficiaries were 

“admitted not to be partners in any sense * * * have no joint action or 
interest and no control over the fund.” (249 U. S. 234.) 

The court, in referring to the phrase in the statute “no matter how created 
or organized,” says: 

The trust that has been described would not fall under any familiar con- 
ception of a joint-stock association, whether formed under a statute or not. 
Citing Smith v. Anderson (15 Ch. Div. 247, 273, 274, 277, 282) 

Moreover, the tax then sought to be susatined was levied, at least in sub- 
stantial part, in respect of dividends received from a corporation that itself 
was taxable upon its net income. The court therefore held that “as the 
plaintiffs undeniably are trustees, if they are subjected to a double liability, 
the language of the statute must make the intention clear.”—Gould v. Gould 
(245 U. S. 151, 153). 

It is thus apparent that the Wachusett Realty Co. was in organization and 
purpose but an ordinary inter vivos trust for eight beneficiaries; also that 
the tax sought to be imposed would have resulted in double taxation, never 
easily inferred. It was in nature, and in relations to its shareholders and to 
society at large, radically different from the plaintiffs’ organizations described 
below. That decision lends no support to the »laintiffs’ contention. 

Next in chronological order was the stamp tax provision of the act of 
October 22, 1914 (58 Stat. 745, 775). This act imposed a stamp tax on 
“each original issue * * * of certificates of stock by any association, 
company, or corporation.” This court in Malley v. Bowditch (259 Fed. 809) 
held such tax applicable on the original issue of certificates or shares of the 
Pepperell Manutacturing Co., “a manufacturing company organized in the 
form of a trust under the common law and deriving none of its rights, qual- 
ities, or benefits from any statute.” The crucial question in that case, as in 
the case at bar, was whether the organization was an association within the 
meaning of the Federal tax act. The case is, in essentials, difficult, if not 
imposible, to distinguish from the cases at bar. The cogent opinion of Judge 
Brown is applicable to most aspects of the present problem. It might well 
be quoted from at length. 

The revenue acts of 1916 and 1918, supra, both in their income and excise 
tax provisions, adopt the same broad phrasing as to joint stock companies 
or associations “organized in the United States,” thus showing a continuing 
legislative purpose to avoid the limitaton found by the supreme court in 
Eliot v. Freeman, supra, arising out of the language “organized under the 
laws of the United States or of any State,” etc. 

Plainly, there is nothing in this history of legislative and judicial dealing 
with the matter lending support to plaintiffs’ contention that congress intended 
to exempt such business organizations as the plaintiffs. Rather does the 
history support the natural construction of the acts in question. 

We find nothing else in the history of the legislation concerning this and 
analogous forms of taxes, nor in other cases cited, tending to uphold the 
plaintiffs’ contentions or otherwise calling for analysis and discussion. 

A brief description of the three marae organizations will conveniently 
precede our final considerations. take first the Hecht = agreeing 
with learned counsel that it is the strongest case for the plaintiff 

On superficial examination, this organization looks somewhat like a family 
affair, making provision for members of the Hecht family, immature or 
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otherwise unfitted for business responsibilities. But on analysis fe find the 
organization is a very genuine business concern. 

In 1899, members of the Hecht family holding as tenants in common real 
estate on Federal Street and Atlantic Avenue, Boston, conveyed it to Jacob 
Hecht, who declared a trust for 12 beneficiaries all named Hecht, who 
received certificates transferable like ordinary corporation shares, but with 
a restriction in favor of lineal descendants of Elias Hecht, and, on certain 
contingencies not now important, to be offered to the trustee before sold to 
an outsider. The restriction is analogous to the close corporation provision 
dealt with in New England Trust Co. v. Abbott (162 Mass. 148). It is inno 
way peculiar to a trust as distinguished from a corporation. While the 
Hecht trustee has broad general powers of management, including power to 
buy and sell, the seat of real power is with the shareholders and not with 
the trustee; for three-fourths of the shareholders may remove the trustee, 
three-fifths may terminate the trust or give him binding instructions, and 
also—what is of vital importance—modify the instrument in any particular. 
This power to modify covers, potentially, the right to extend or change the 
business so as to make it as large and as corporate in form and function as 
the Crocker concern, which admits that it has evolved into an association. 
The Hecht organization is not a trust within the doctrine of the Massachu- 
setts decisions—Williams v. Milton (215 Mass. 1). Compare Crocker v. 
Malley (249 U. S. 223); im re Associated Trust, (222 Fed. 1012). The 
Hecht trustee has made annual statements showing the assets, liabilities and 
net income, and kept books, containing a capital account and surplus account. 
Its stockholders have, sensibly and we think legally, treated their dividends 
like corporation dividends in their income tax returns. They have thus by 
conduct, presumably under the advice of counsel, denied that they are part- 
ners taxable under the act of 1918 (sec. 218 (a)). 

Parenthetically, we note that counsel do not contend that the shareholders 
of any of these plaintiff associations are partners. There is no suggestion 
that any of the shareholders in any of the plaintiff organizations have made, 
propose to make, or could make, tax returns as partners in these business 
concerns. Manifestly, counsel would deprecate such result as imposing bur- 
dens probably much heavier—certainly difficult if not impossible of ascer- 
tainment—upon the shareholders in such organizations. eir quest is tax 
exemption, not tax substitution. Compare Dana v. Treaswrer (227 Mass. 
562, ); Frost v. Thompson (219 Mass. 360). 

Plainly, the Hecht Trust is quasi-corporate in form and power. It is an 
association within the meaning of the revenue acts. 

The Haymarket Trust, both in genesis and organization, is even more 
like a corporation. It has none of the aspects of a family affair. It started 
by securing from the investing public $250,000 on solicited subscriptions, the 
trustee paying a commission of $2,500 to the promoter for thus raising the 
capital for doing business. The declaration of trust provides for nearly all 
the machinery and proceedings of an ordinary corpofation. We hold it also 
to be quasi-corporate and an association within the meaning of the reve- 
nue acts. 

Learned counsel in the Crocker case admit that it 1s an association but 
claim exemption on the ground that the concern has no capital stock. This 
association was evolved from the ‘Wachusett Realty Trust, above referred 
to. As there pointed out, the shareholders had under the Wachusett declara- 
tion no power to amend without the assent of the trustees. But in June, 
1917, shareholders and trustees both agreeing, the organization was rad- 
ically altered. Its name was changed and in express terms it agreed that 
its form should thereafter be “changed to that of an associaion,” with 
power to take over and carry on the extensive manufacturing business pre- 
viously carried on by the corporation whose stock it had held, or any sub- 
stantially similar business. 

The new organization conforms closely to the corporation model—in pow- 
ers, in official personnel, and in methods of doing business. It has issued 
96,000 shares of no par value, transferable like corporation stock, but with 
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a restriction somewhat like that in the case of New England Trust Co. v. 
Abbott, supra. 

Conceding that it is an association with transferable shares, this plaintiff 
yet seeks exemption on the ground that it has attached no par value to its 
96,000 shares. It admits that if it had attached a par value of, say, $100 to 
each of these shares, making a capital account of $9,600,000, a little less than 
is shown on its balance sheet of July 1, 1917, where the interest of the share- 
holders is put down as $9,877,105.16—the concern would have had a capital 
stock represented by shares, and thus be an association within the meaning 
of the revenue acts, supra. 

We can not adopt this scholastic and artificial distinction. Cf. Worth Bros. 
v. Lederer (251 U. S. 507, 510). It is for present purposes immaterial 
whether the stock of a corporation, of an association, or a joint-stock com- 
pany has or has not par value. Compare General Laws of Massachusetts 
(ch. 156, secs. 14, 15, 47). Stockholders, whether a definite value is or is 
not attributed to their shares, severally or in mass, own beneficially the net 
value of the corporation’s assets—that is, whatever may remain after dis- 
charging debts. 

See Hood Rubber Co. v. Commonwealth (238 Mass. 369, 371). Cook— 
“Stock Without Par Value,” American Bar Association Journal, October, 
1921; Hollen and Tuthilil, “Stock Having No Par Value,” American Bar 
Association Journal, November, 1921, page 578; Colton, “Par Value v. 
No ~ 4 Value Stock,” American Bar Association Journal, December, 1921, 
page 671. 

Compare also Eisner v. Macomber (252 U. S. 189, 209 et seq.). 

Congress intended that this tax should be measured by the average amount 
of capital used during the tax year in doing the business. The phrase in 
the statutes as to “including surplus and undivided profits” puts beyond doubt 
the question of the congressional intent to measure this tax by business and 
financial realities, not by bookkeeping forms or mere names, “Fair value” 
and “fair average value” carry the same notion. Cf. Wright v. Georgia 
R. R. et al. (216 U. S. 420, 424, 425). 

The Crocker Association can not escape taxation, falling on its compet- 
itors, by adopting the modern theory of no par value for its stock. The 
presumption is against such immunity; it savors of special privilege. Com- 
pare United States v. Dickson (15 Pet. 141, 165). 

It is a matter of common knowledge that, for most business and financial 
purposes, all the larger organizations of this sort have for years been indis- 
tinguishable from corporations, One might almost say that they are a device 
under which parties make their own corporation code. Business concerns 
so organized have come to occupy a large field in industry and in finance. 
At least two substantial textbooks have been written on the law concerning 
such organizations and dealing with their advantages for general business 
purposes. See Sears, Trust Estates as Business Companies (lst ed. 1912, 
2d ed. 1921). Note the long list of industries so organized referred to on 

es VI and VII of the preface of the 1921 edition. See Wrightington on 
Clncerharhied Acsesiattine. 1916. In Dana v. Treasurer ( Mass. 562, 
565) it appears that the Amoskeag Manufacturing Co., commonly known 
to be one of the largest enterprises in New England, is so organized. The 
Pepperell Manufacturing Co., before this court in Malley v. Bowditch, supra, 
had a capitalization of over $7,500,000; the Crocker Trust operates large 
paper-manufacturing mills, employing about 1,000 men, with gross assets 
of over $10,000,000. 

Such concerns have long been recognized as quasi corporate in form. 
In 1904 Chief Justice Knowlton in the Massachusetts supreme court said 
of a typical one of them, in Hussey v. Arnold (185 Mass. 202): 

The agreement creating the trust has peculiar provisions. The object of 
it apparently was to obtain for the associates most of the advantages belong- 
ing to corporations, without the authority of any legislative act, and with 
freedom from the restrictions and regulations imposed by law upon cor- 
porations. 
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No amplification of words could more accurately and adequately charac- 
terize this sort of business organization. Other cases in the Massachusetts 
reports concerning them abound in similar observations as to their resem- 
blance to cor»-rations—Williams v. Milton (215 Mass. 1) and cases cited. 
See Williams v. Boston (208 Mass. 497) ; Phillips v. Blatchford (137 Mass. 
510, 515); Tyrrell v. Washburn (6 Allen, 466, 474). 

But the proposition that they are quasi corporate in form need not rest 
merely on our own analysis or on observations found in the decisions of the 
Massachusetts courts. It has now been distinctly recognized by the Massa- 
chusetts legislature; they have a statutory status as associations, not as 
trusts or as partnerships. 

In the decision below these organizations have been treated as having no 
status not arising out of the common law; so also in the briefs of the gov- 
ernment and of counsel for the defendant. It seems to have been over- 
looked that they have acquired in Massachusetts a distinct statutory basis. 
This, if the question before us were otherwise doubtful, would seem to us 
of much significance. See General Laws of Massachusetts, 1921 (ch. 182), 
codifying earlier legislation of 1909, 1913, 1914, 1915, and 1916. Compare 
also acts of 1921 (ch. 368). The title of this chapter is “Voluntary Asso- 
ciations.” 

In section 1 of this act, dealing with definitions, it is provided: 

“Association,” a voluntary association under a written instrument or dec- 
laration of trust, the beneficial interest under which is divided into transfer- 
able certificates of eg “age or shares. 

This definition exactly fits the plaintiffs at bar. 

In section 2 it is provided that the written instrument or declaration creat- 
ing the association shall be filed with the commissioner of corporations, and 
with the clerk of every town where such association has a usual place of 
business. Section 5 requires the commissioner <o transmit to the secretary 
of state copies of such instruments or of any amendments filed during the 
previous year, to be printed as a public document. The instruments creating 
such associations are thus made even more generally accessible than are 
ordinary corporation charters. 

Sections 3 and 4 and 7 to 11 deal specially with associations owning stock 
of public utility companies; they need no present comment. 

Section 6—a reenactment of the act of 1916, chapter 184, subse- 
quent to all the Massachusetts decisions cited and relied upon wf the plain- 
pe probably the most direct bearing on our present problem. It is 
as follows: 

An association may be sued in an action at law for debts and other obli- 
gations or liabilities contracted or incurred by the trustees, or by the duly 
authorized agents of such trustees, or by any duly authorized officer of the 
association, in performance of their respective duties under such written 
instruments or declarations of trust, and for any damages to persons or 
property resulting from the negligence of such trustees, agents or officers 
acting in the performance of their respective duties, and its property shall 
be subject to attachment and execution in like manner as if tt were a cor- 
poration, and service of process upon one of the trustees 1 

Here is a distinct enactment that such associations shall be suable in like 
manner as if corporations. An organization described as an association and 
made generally liable “to attachment and execution in like manner as if it 
were a corporation” can not easily be held a partnership or a trust. 

We are not called upon to deal with the confusing and perhaps irrecon- 
cilable decisions of the Massachusetts courts concerning the nature and legal 
incidents of these associations, most of which were made before the passage 
of this act of 1916, or with the effect of this legislation upon their powers 
and liabilities—except so far as pertains to our single problem of determining 
whether these associations are liable to Federal taxation under the revenue 
acts, supra. We intimate no opinion un any other question. But when a 
Massachusetts statute ‘1as descri such organizations as associations, and 
have put their liability to ordinary creditors apparently on the same basis as 
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that of corporations, we have no hesitation in reaching the conclusion that 
they have now been given a statutory basis as quasi-corporate, and that they 
are associations within the meaning of the federal statutes, as well as under 
the Massachusetts statutes. We can not hold Massachusetts associations, 
liable under Massachusetts statutes to ordinary creditors as though corpo- 
rations, not liable under federal statutes to taxation imposed generally on 
corporations, joint-stock companies, and associations. 

It may be argued that these statutes are distinguished from corporation 
acts in that their chief functions are to regulate or restrict, whereas cor- 
poration acts also empower. Technically, that may be so. But the powers 
of these voluntary associations are in many respects greater, and the regu- 
lations and restrictions less, than in the case of corporations. Broad 
speaking, their promoters select and define such powers and provide such 
limitations of liability as they desire. Cf. Hussey v. Arnold, supra. 
and in so far, therefore, as the tax in question is directed at “the oO eg” 
or power of doing business through large organizations—and particularly at 
the power to obtain money from the outside public on transferable shares 
—voluntary association offers at least as much “privilege” as does any cor- 
poration form of organization. Associations are resorted to, not because 
thought weaker, but because thought stronger than corporations. 

If, in constructing the statutes, we may look at the policy congress prob- 
ably desired o adopt, it could not be overlooked that the plaintiff conten- 
tion, if sustained, would amount to a discriminatory immunity in favor of 
a kind of business organization, the nature and activities of which have 
hitherto been the subject of much question and investigation. See the 
Report of the Tax Commissioner of Massachusetts on Voluntary Associa- 
tions, under resolves of 1911, chapter 55—a very interesting document—in 
which Commissioner Trefry ‘ably reviewed their origin, history, and legal 
incidents, both in England and in this country; referring, passim, and par- 
ticularly on page 13, to many other documents and legislative reports con- 
cerning them. See also a report of the special commissions to investigate 
voluntary associations, January, 1914, made under Massachusetts Resolves 
of 1912, chapter 113. In the resolve of 1911, chapter 55, the commissioner 
was required to make an investigation, “with a view to determine” inter 
alia, “whether * * * their prohibition * * * is advisable in the 
public interest.” 

There is, we think, no conceivable reason why congress should have desired 
to favor organizations of this questioned sort by exempting them from tax- 
ation to which their competitors in corporate form are subjected. The pre- 
sumption is plainly the other way. Modern corporation laws furnish adequate 
machinery for carrying on every legitimate form of business, including now 
that of dealing in real estate. See General Laws of Massachusetts (ch. 
156, passim, sec. 7), authorizing real estate corporations. There is no 
present reason for resorting to this form of organization, except on the 
theory that more “privileges of doing business” may be thus acquired than 
by conforming to our broad and elastic corporation laws. To hold that 
congress intended to discriminate in their favor would be to disregard the 
letter, the spirit, and the reason of the acts. 

Our views accord with those expressed by Judge Page in Chicago Title 
and Trust Co. v. Smietanka (275 Fed. 60). The reasoning of Judge Morton 
in the Associated Trust case) 222 Fed. 1012), where he reached the conclu- 
sion that such an association was an “unincorporated company” within the 
meaning of the bankruptcy act, seems to us to sustain our conclusions rather 
than those reached by the learned judge in the instant cases. 

We may summarize our conclusions as follows: 

(1) The natural interpretation of the language used in the acts of 1916 
and 1918 would include plaintiffs’ organizations as associations. 

(2) The contrast between the language used in the act of 1909 “organized 
under the laws of the United States or any state,” etc., and in the acts of 
1916 and 1918 “organized in the United States,” shows that congress intended 
to avoid the result reached in 1911 by the supreme court in Eliot v. Freeman. 
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(3) The manifest general purpose of congress was to tax business de- 
riving powers and making profits from association, particularly business 
done by organizations getting all or a substantial part of their capital on 
transferable shares, such as are commonly sold to the investing public. 

(4) Prior to the passage of either the revenue act of 1916 or 1918, the 
Massachusetts legislature had by the acts of 1909 and 1914 expressly rec- 
ognized such organizations as associations. Congress used the word “asso- 
ciation” as the Masachusetts legislature had previously defined and used it. 

(5) By the act of 1916, the Massachusetts legislature made such associa- 
tions liable to creditors in like manner as if corporations; by analogy they 
have similar liability to the federal government for taxes. 

(6) The case of Malley v. Crocker (249 U. S. 223) makes, on analysis 
of the Wachusett Trust and the reasoning of the court, not for the plaintiffs 
but for the government. One ground of that decision was to avoid unjust, 
discriminatory double taxation; whereas, to sustain the plaintiffs’ contention 
would create discriminatory immunity for a large class of business organi- 
zations, thus giving them an unfair advantage over their incorporated 
competitors. 

(7) The conclusion now reached accords with the reasoning and decision 
of this court in Malley v. Bowditch (259 Fed. 809). 

In each case the judgment of the district court is reversed and the cee is 
remanded to that court for further proceedings not inconsistent with this 
opinion ; the plaintiff in error recovers costs in this court. 


(T. D. 3383, August 9, 1922.) 
Estate or inheritance taxes. 


Receipt of Liberty bonds, bisa = and Treasury notes in payment 
ereof. 


The appended department circular, issued under date of June 30, 1922, 
with reference to receipt of Treasury notes of the United States in payment 
of Federal estate and inheritance taxes, is published for the information of 
internal-revenue officers and others concerned. This circular ements 
Department Circular No. 225, dated January 31, 1921 (T. D. 3144). 


TREASURY DEPARTMENT, June 30, 1922. 


1. The provisions of department circular No. 225, dated January 31, 1921, 
prescribing regulations governing the receipt of Liberty bonds and Victory 
notes for federal estate or inheritance taxes, are hereby extended and made 
applicable to treasury notes of the United States now or hereafter issued 
under authority of section 18 of the second Liberty bond act, as amended 
and supplemented, bearing interest at a higher rate than 4 per cent per 
annum, and any such Treasury notes shall accordingly be receivable by the 
United States at par and accrued interest in payment of any estate or inher- 
itance taxes imposed by the United States, under or by virtue of Sw f present 
or future law, upon the same terms and conditions as provi in said 
department circular No. 225, dated January 31, 1921, with respect to the 
acceptance of Liberty bonds and Victory notes bearing interest at a higher 
rate than 4 per cent per annum. : gee 

2. The issues of treasury notes at this date outstanding, bearing interest 
at a higher rate than 4 per cent per annum, are: 




















Description. : Date of Issue. Short title. 

(a) 5 t notes, ‘abl 15, 1924..... une 15, 1921 | Series A-1924. 
tb) 34 poe one notes, Loto A 15, 1924..... t. 15, 1921 | Series B-1924. 
(c) 4% per cent notes, payable Mar. 15, 1925..... Feb. 1, 1922 | Series A-1925. 
(d) 2 per cent notes, payable Mar. 15, 1926..... Mar. 15, 1922 | Series A-1926. 
(e) 434 per cent notes, payable Dec. 15, 1925..... June 15, 1922 | Series B-1925. 

3. For the calculation of accrued interest on the current coupons of 
Treasury notes tendered in payment of estate or inheritance taxes under 
this circular, the method outlined in exhibit B to department circular No. 


293 





The Journal of Accountancy 








225, dated January 31, 1921, should be followed. Interest tables at the 
various rates borne by treasury notes may be obtained from the treasury 
department, division of loans and currency, Washington. The interest 
tables appropriate for use in connection with the issues of treasury notes at 
present outstanding are as follows: 
ber 15) general 1017, for series A-1924 (interest dates June 15 and Decem- 

r : 

Form general 1016, for series B-1924 (interest dates March 15 and Sep- 
tember 15). 

Form L. & C. 369, for series A-1925 prior to September 15, 1922 (interest 
during this period is on annual 365-day basis). 

Form L. & C. 435, for series A-1925 subsequent to September 15, 1922 
(interest dates March 15 and September 15). 

Form L. & C. 435, for series A-1926 (interest dates March 15 and Sep- 
tember 15). 

Interest tables or decimals for computing interest as may be required for 
other or future issues may be obtained from the treasury department, division 
of loans and currency, Washington, upon request. 


(T. D. 3386, Aug. 22, 1922.) 
Income tax—Depletion—Oil and gas properties. 


Sections 5 and 12 of revenue act of 1916, article 170, Regulations No. 33 
(revised), amended. 


DEPLETION—OIL AND GAS PROPERTIES. 


Art. 170. Sections 5 and 12 of the act of September 8, 1916, as 
497 amended by the act of October 3, 1917, authorize: 
A reasonable allowance * * * for actual reduction in flow and 
498 production * * * provided that when the allowance authorized 
* * shall equal the capital originally invested, or in case of pur- 
chase sont prior to March 1, 1913, the fair market value as of that date, 
no further allowance shall be made. 
The essence of this provision of law is that the owner or operator 
499 of this character of properties shall secure through an aggregate 
of annual depletion deductions the return of the amount of capital 
actually invested, or an amount not in excess of the fair market value as of 
March 1, 1913, of the properties owned prior to that date. 
For the purpose of determining the amount of capital to be re- 
500 turned through annual deductions, operators may be divided into two 
classes, (a) operators who own the fee, and (b) operators who own 
a lease or leases. 
In the case of the operating fee owner, the amount returnable 
501 through depletion deductions is the fair market value of the prop- 
erty (exclusive of the cost of physical property) as of March 1, 
1913, if acquired prior to that date, or the actual cost of the property if 
acquired on or after that date, plus, in either case, the cost of deve re 
(other than the cost of physica! property incident to such Avoduuuiel’ eo up 
to the point at which the income from the developed territory equals or 
exceeds the deductible expenses. 
In the case of a lessee, the capital thus to be returned is the fair 
502 market value of the lessee’s interest as of March 1, 1913, if acquired 
prior to that date, or the amount paid in cash or its equivalent as a 
bonus or otherwise by the lessee for the lease if acquired on or after that 
date, plus, in either case, all expenses incurred in developing the property 
(exclusive of physical property) prior to the receipt of income therefrom 
sufficient to meet all deductible expenses, after which time as to both owner 
and lessee, such incidental expenses as are paid for wages, fuel, repairs, 
hauling, etc., in connection with the drilling of wells and further develop- 
ment of the’ property, may, at the option of the operator, be deducted as an 
operating expense or charged to capital account. The value of the equities 
of lessor and lessee shall be computed separately, but when determined as 
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of the same basic date, shall together never exceed the value at that date 
of the property in fee simple. By “basic date” is meant March 1, 1913, in 
case of acquisition prior to that date, or the date of acquisition where it 
occurred on or after that date. 

If, in exercising the option mentioned in the preceding paragraph 
the individual or corporation charges the expense of drilling wells or 503 
further development to capital account, the same, in so far as such 
expense is represented by physical property, may be taken into account in 
determining a reasonable allowance for depreciation during each year until 
the property account thus augmented has been extinguished through annual 
depreciation deductions, after which no further deduction on this account 
will be allowed. In the case of a going or producing business, the cost of 
drilling non-productive wells may be deducted from gross income as an 
operating expense. 

ESTIMATE OF PROBABLE RESOURCES. 

In the case of either an owner or lessee it will be required that an 
estimate, subject to the approval of the commissioner of internal 504 
revenue, shal! be made of the probable quantity of oil or gas con- 
tained in or to be recovered from the territory with respect to which the 
investment is made. The invested capital (value as of March 1, 1913, or 
cost, if acquired on or after that date, plus the cost of development, other 
than cost of physical property, up to the point of expense-paying produc- 
tion), will be divided by the number of units of oil or gas so estimated to 
be contained in or to be recovered from the territory, and the quotient 
will be the per unit cost or amount of capital invested in each unit recover- 
able. This quotient, or per unit cost, when multiplied by the number of 
units removed from the territory during any one year, will determine the 
amount which may be allowably deducted from the gross income of that 
year on account of depletion of assets or as a return of invested capital 
until the total of such deductions shall equal the capital invested. 

Every individual or corporation entitled to a deduction on account 
of the depletion of the property under operation or for a return of the 505 
capital invested with respect to the same shall keep an accurate | 
account, in which, in the case of fee owner, shall be charged the fair market 
value as of March 1, 1913, or the cost, if acquired on or after that date, 
of the oil or gas property, plus cost of development as hereinbefore de- 
fined, or, in the case of a lessee, the fair market value as of March 1, 1913, 
or the cost, if acquired on or after that date, of the lessee’s interest, plus 
cost of devel yment. This account shall be credited with the amount 
claimed and allowed each year as a deduction on account of depletion or 
as a return of capital, to the end that when the credits to the account equal 
the debits no further deduction on either account, with respect to this 
property and the capital invested therein, will be allowed. Or, in lieu of a 
direct credit to property account, the amount so claimed and allowed as a 
deduction may be credited to a depletion reserve account. 


WHERE RESOURCES ARE UNCERTAIN 

If for any reason the quantity of oil or gas in the property can not 
be determined with any degree of certainty, the depletion deduction 506 

will be computed in accordance with the rule set out in T. D. 2447, 
except that lessees may compute their deduction for return of capital in 
the same manner as owners in fee; that is, they may extinguish their 
capital on the basis of the reduction in flow and uction as compared 
with the preceding year, or, in the case of leasehold properties brought in 
or developed during the year, the letion deduction may be computed 
on the basis of the decline in settled and production, as evidenced by 
tests and gauges made at the end of the year as compared with similar tests 

and gauges made at the time the settled flow was determined. 

or the purpose of computing the depletion the territory compre- 
507 hended in a given lease will be considered the unit with respect to 

which the depletion deduction may be claimed and allowed. 
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During the continuance of the ownership under which the value 
508 was fixed or by which the investment was made, there can be no 
revaluation for the purpose of this deduction if it should be found that 
the quantity of oil or gas in the property was underestimated at the time 
the value was fixed or the property was acquired, or at the time the lease 
contract was entered into or purchased 
This rule will not, however, be so construed as to forbid an oper- 
509 ator from redistributing the invested capital over the estimated num- 
ber of units remaining in the territory under operation if a subsequent 
increase of invested capital should render this necessary in order to deter- 
mine the amount of such capital applicable to each unit, provided that when 
such redistribution is made the total capital invested will be reduced by the 
amount previously charged off and deducted on account of depletion or as 
a return of capital. 


ADDITIONAL DEPRECIATION FOR MACHINERY, ETC. 
Both owners and lessees operating oil or gas properties will, in 
510 addition to and separate from the deduction allowable for the deple- 
tion or return of capital as hereinbefore provided for, be permitted 
to deduct a reasonable allowance for depreciation of physical property, such 
as machinery, tools, equipment, pipes, etc., the amount deductible upon this 
account to be such an amount, based upon its capitalized value (cost) equit- 
ably distributed over its useful life, as will bring it to its true salvage value 
a, no longer useful for the purpose for which such property was ac- 
quir 
As to both fee owner and lessee, the capital invested in physical 
511 property, upon which the depreciation deduction is computed, should 
be segregated in the books of account from that invested in the oil 
or gas territory or in the lease or leases, with respect to which the deduc- 
tion for depletion or return of capital is claimed, and credits for deprecia- 
tion may be made in the same manner as hereinbefore provided for de- 
pletion. 
STATEMENT REQUIRED. 


To each return made by an individual or corporation owning, or 
512 holding under lease, oil or gas properties there should be attached a 
statement showing— 
(1) (a) The fair market value of the property or interest therein 
513 (exclusive of machinery, equipment, etc.) as of March 1, 1913, if 
acquired prior to that date, or (b) the actual cost thereof if acquired 
on or after that date. 
514 2) How the fair market value as of March 1, 1913, was ascer- 
tain 
515 (3) The estimated quantity of oil or gas in the sand at the time 
the value or cost was determi 
516 (4) Amount of capital applicable to each unit. 
517 (5) The quantity of oil or gas produced during the year for which 
the return is made. 
518 (6) Any other data which would be helpful in determining the 
reasonableness of the depletion deduction. 


JOSEPH W. FIRTH 


Joseph W. Firth, member of the American Institute of Accountants, 
died September 9, 1922. Mr. Firth was a certified public accountant of 
New York and had been in — for many years. He was a partner 
in the firm of Cornwall & 
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Students’ Department 


Eprrep sy H, A. Finney 


The following problems have been submitted to this department by 
readers of THE JouRNAL or AccounTANCY, with requests for solutions: 

A, B and C are incorporated companies, intimately related and engaged 
in similar business. In the early part of the year 1919 company A pur- 
chased in the open market 1,000 shares of the common stock of company 
B, having a par value of $100 a share, for which it paid $150 a share, and 
on August 10, 1919, it purchased preferred stock of company B for which 
it paid $50,000, that being the par value of fhe stock then acquired. 

On January 2, 1920, company A acquired 1,000 shares of the common 
stock of company B, par value $100 a share, for which it gave in exchange 
2,000 shares of its own common stock, having a par value of $100 a share. 
The rights to the dividend on the stock so acquired, payable January 10, 
1920, were transferred to company A. 


BALANCE-SHEET—ComMPpANy A—DEcEMBER 31, 1920 












































Capital stock, common $700,000.00 
Land . $ 40,000.00 
Buildings 75,000.00 
Machinery 100,000.00 
Investments—Common stock—B ........ $350,000.00 
Preferred stock—B........ 50,000.00 
——— 400,000.00 
Cash 49,500.00 
Inventories 88,000.00 
Accounts receivable 85,000.00 
Accounts payable .... 51,500.00 
Notes receivable, company B.............. $10,000.00 
Notes discounted 10,000.00 
Accrued wages 8,700.00 
Accrued taxes 6,000.00 
Deferred charges 1,500.00 
Dividends payable 35,000.00 
Dividends receivable 31,750.00 
Surplus 70,250.00 








$870,750.00 $870,750.00 


The following is an analysis of the surplus account: 














Jan. 1, 1920 Balance $ 10,000.00 
Jan. 2, 1920 Dividend preferred stock Co. B.......... 1,750.00 
Jan. 10, 1920 Dividend common stock Co. B............. 20,000.00 
July 3, 1920 Dividend preferred stock Co. B......... 1,750.00 
July 10, 1920 Dividend common stock Co. B............ 30,000.00 
Dec. 31, 1920 Dividend preferred stock Co. B........ .. 1,750.00 
Dec. 31, 1920 Dividend common stock Co. B............. 30,000.00 
Dec. 31, 1920 Net profits for year 45,000.00 
———_ $140,250.00 
June 30, 1920 Dividend declared, 5% 35,000.00 
Dec. 31, 1920 Dividend declared, 5% 35,000.00 
——— 70,000.00 
Dec. 31, 1920 Balance $ 70,250.00 
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Company B owns 900 shares of the common stock of company C, par 
value $100 a share, for which it paid $125 a share. This stock was acquired 
on January 1, 1920, without right to the dividend declared on December 
31, 1919, and payable on January 10, 1920. The capital stock of company 


Cc ‘outstanding on January 1, 1920, amounted to $100,000. 


BALANCE-SHEET—CoMPANY B—Decemser 31, 1920 

































































Capital stock, common......... $200,000.00 
Capital stock, preferred 7%. 100,000.00 
SS 2S eee $ 25,000.00 
Buildings ....... 50,000.00 
Machinery 75,000.00 
Cash 46,100.00 
I oe 47,500.00 
Accounts receivable ............ 66,500.00 
Investment, 900 shares C stock 112,500.00 
Dividends receivable 5,400.00 
Deferred charges ............ 800.00 
Accounts payable 36,500.00 
Notes payable (to company A) 10,000.00 
Accrued wages . 3,000.00 
ON ON cr 2,000.00 
Dividends payable ........ 33,500.00 
Surplus 43,800.00 
$428,800.00 $428,800.00 
Analysis of surplus account shows the following: 
Jan. 1, 1920 Balance $65,000.00 
June 30, 1920 Dividend company C, 6%...............------- 5,400.00 
Dec. 31, 1920 Dividend company C, 6%.....................- 5,400.00 
Dec. 31, 1920 Net profits for year... 35,000.00 
——_ $110,800.00 
June 30, 1920 Dividend common, 15%. ...........-----.--.-+ $30,000.00 
June 30, 1920 Dividend preferred, 3%4%.................... 3,500.00 
Dec. 31, 1920 Dividend preferred, 3%4%.................... 3,500.00 
Dec. 31, 1920 Dividend common, 15% ........................ 30,000.00 
67,000.00 
Dec. 31, 1920 Balance $43,800.00 


Note: Dividends on the preferred stock of company B are payable on 
January 1 and July 1, and on the common stock, January 10 and July 10. 


BALANCE-SHEET—Company C—Dercemser 31, 1920 












































Capital stock $100,000 

OE ck a i $ 10,000.00 

Buildings 15,000.00 

Machinery 20,000.00 

Cash 28,000.00 

Accounts receivable 46,500.00 

Inventories 34,000.00 

Deferred charges 500.00 

Accounts payable 32,500.00 

Dividends payable 6,000.00 

Accrued wages 1,500.00 

GS POE e SE EE RO ict Se 1,000.00 

Surplus 13,000.00 
$154,000.00 $154,000.00 
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Analysis of surplus account shows the following: 











Jan. 1, 1920 Balance $ 15,000.00 
Dec. 31, 1920 Net profits for year 10,000.00 
——_ 25,000.00 
June 30, 1920 Dividend declared, 6%.. ............--.------ .. 6,000.00 
Dec. 31, 1920 Dividend declared, 69%... 6,000.00 
12,000.00 
Dec. 31, 1920 Balance $12,000.00 


Nore: Dividends are payable January 10 and July 10. 
From the data given you are required to submit a consolidated balance- 
sheet, showing the minority interests. 


Solution 

There are two distinct methods for making eliminations from stock 
investment accounts to determine the goodwill to appear in a consolidated 
balance-sheet. 

If the holding company carries the investment in the subsidiary at cost 
and takes up dividends received as a credit to surplus, the book value of the 
subsidiary stock ownings at the date of acquisition of the stock should be 
eliminated. This elimination is made, of course, from the investment 
account on the asset side and from the subsidiary’s «capital stock and 
surplus accounts on the liability side. 

If the holding company has taken up subsidiary profits since acquisition 
by a debit to the investment account and a credit to surplus and has taken 
up dividends from the subsidiary by a debit to cash or dividends receivable 
and a credit to the investment account, then the eliminations should be 
based on the book value at the date of the consolidated balance-sheet. 

The second method is much the easier to use when, as in this case, 
stock purchases are made at different dates, and particularly when the 
major holding company (company A in this case) owns stock in a minor 
holding company (company B) and thus indirectly controls a minor sub- 
sidiary (company C). 

We are therefore faced by this situation: Companies A and B have 
carried the investments at cost and have credited dividends to surplus; but 
the solution of the problem would be simplified if they had charged the 
investment accounts and credited surplus witn iheic shares of subsidiary 
earnings and had credited the investment accounts with subsidiary divi- 
dends. The situation may be met by setting up a statement for each hold- 
ing company, showing what the investment account and surplus account 
balances would have been if subsidiary profits had been credited to surplus 
and if subsidiary dividends had been credited to the investment accounts. 
Adjustments can then be made changing the investment and surplus bal- 
ances to these revised figures, and eliminations can then be made on the 
basis of present book values. 

Statements for company B and company A appear on pages 300, 301, 
302 and 303. 

Turning to company A, we are faced by two difficulties. First, the 
exact date of the acquisition of the stock of B “early in 1919” is not 
known, and company B’s surplus at the date of acquisition is also un- 
known. This is a very serious faw in a problem which is otherwise 
excellent, although in my opinion it is unreasonably difficult for a C. P. 
A. examination. It is not necessary to know the exact date when com- 
pany A made its first acquisition of B’s stock, but it is absolutely neces- 
sary to know B’s surplus at that date. Without this information it is 
simply impossible to solve the problem; as impossible as it would be to 
prepare a profit-and-loss statement without knowing the final inventory. 
An assumption is necessary, and I shall assume that the dividend of 
$20,000 received on January 10, 1920, represented the profits of company 
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B from “early in 1919” to the end of 1919. Of this amount, only $10,000 
is income to company A, for payment was made for the right to the 
dividend on 1,000 shares of B stock purchased on January 2, 1920. In 
other words, when the A company paid $200,000 of its own stock for the 
stock of B, it should have recorded the transaction thus: 








Investment in stock of company B....0..........--..-ec-eceeeeeeseees $190,000.00 
Dividends receivable 10,000.00 
5 Re ee he AEE EE LT $200,000.00 


When the dividend was received on January 10, dividends receivable 
should have been credited with $10,000.00; surplus should have been 
credited with $10,000.00; and cash should have been debited for the total. 
It is to be remembered that surplus is credited because we are assuming 
that the dividend is exactly equal to B’s profit since “early in 1919.” 

The second difficulty arises from the necessity of determining the 
rights of the preferred stockholders in B’s surplus. The law provides 
that preferred stock is participating when not definitely stated to be non- 
participating, but the fact that 15% dividends have been paid on common 
stock and 3%4% dividends have been paid on preferred stock gives ade- 
quate information that the preferred stock is non-participating and that 
its book value is par. 


Company A ANp SvussipiARIgEs B AND C CONSOLIDATED BALANCE-SHEET 
DecEMBER 31, 1920 






























































Assets 
Fixed assets: 
ESR OSE err meme oona ee hee) rd $ 84,000.00 
is EAMES aa RS ASR AAR STOR 75,000.00 
Buildings a ‘ ... 140,000.00 
Machinery  ........ ; a .... 195,000.00 
————— $494,000.90 
Current assets: 
Inventories. ........ $169,500.00 
NS a cinsnnenssisieeisseenisatansnnnaessineligiiins 198,000.00 
Cash 123,600.00 
491,100.00 
Deferred charges: 
Total all items 2,800.00 
$987,900.00 
Liabilities 
Current liabilities : 
Accounts payable x“ $120,500.00 
Notes payable 10,000.00 
Accrued wages 12,500.00 
Accrued taxes 9,000.00 
Dividends payable—company A 35,000.00 
—_—_$187,000.00 
Minority interests : Co. B Co. C 
Preferred stock .... . $50,000.00 
Common stock $10,000.00 
Surplus .00 
Dividends payable 1,750.00 600.00 
Total $51,750.00 $11,900.00 
—————._ 63,650.00 
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Capital : 
Capital stock ........ $700,000.00 
Surplus .... 37,250.00 
——_ 737,250.00 
7,900.00 
Problem: " 


_A and B are partners engaged in the business of manufacturing. 
Desiring additional capital so as to extend their operations, they make 
overtures to C and submit the following balance-sheet for his consider- 
ation: 

BALANCE-SHEET—A AND B—January 1, 1918 












































Land $ 10,000.00 
TIE ein cincsienrnsenninsiand cae aaeee 25,000.00 
ENE, cscenicncositticniiiahisishnins <-oneitncdiissetocissp wsciammasaiae aan 65,000.00 
Inventory: Raw material mn $ 40,000.00 
Finished goods 6,000.00 
Goods im Process ....-...--.-.c-.-0-0-- 3,000.00 
— 49,000.00 
Cash MN  BAPE SE SET Zh 6,000.00 
Accounts receivable 15,900.00 
Deeberted  ncikinkiniindneciiintinicnsnnddabadileaeeaeiaele 1,000.00 
Accrued taxes $2,000.00 
Accrued wages .- 14,000.00 
ADEOCIES DRI  snciisccicciescecsectsecsimsviinnrlnainiaeecnniiae 20,000.00 
Notes payable 5,000.00 
A’s capital 70,000.00 
B’s capital 60,000.00 
$171,000.00 
$171,000.00 


Examination discloses that buildings and machinery had not been 
depreciatei and that the inventory of raw materials was overstated. It 
was finally agreed that the following deductions be made from the values 
shown on the balance-sheet : 














Deduct: Buildings $ 5,000.00 
Machinery 15,000.00 
Inventory—raw materials 4,000.00 
Accounts receivable 1,000.00 

$25,000.00 


The deductions for depreciation are to be set up on the books as a 
reserve tor depreciation; the deduction for raw materials is to be charged 
off and the inventory accordingly corrected; accounts receivable is to be 
adjusted by charging off $400.00 for uncollectible accounts, and $600.00 is 
to be set up as a reserve for bad debts. 

These adjustments having been made, C agrees to contribute $60,000.00 
in cash to the partnership in consideration for a third interest in the 
business, which offer was accepted by A and B as of January 1, 1919, and 
C made payment accordingly. , 

The capital of the partnership after the admission of C is to equal the 
net assets after making the adjustments agreed on, plus the cash con- 
tribution of C. 

Prior to the entrance of C into partnership, the profits and losses were 
divisible between A and B in the proportions of 60% and 40% ery. 

The net profits for the year ended December 31, 1919, were $25,000. 
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From the foregoing data you are required to show (a) the adjust- 
ment of the respective capital accounts after settlement with C at the 
beginning of the year; (b) revised percentages of profits for the year 1919, 
and (c) division of profits for the year 1919. 


Solution: 
The problem does not ask for a revised balance-sheet after the admis- 


sion of C. Therefore it is not necessary to do more than show the effect 
upon the capitals of A and B resulting from the stated deductions. 





A B Together 
Capitals before adjustments..................... $70,000.00 $60,000.00 $130,000.00 
Deduct adjustments in P. and L. ratio... 15,000.00 10,000.00 25,000.00 
Balances before admission of C................ $55,000.00 $50,000.00 $105,000.00 


The problem states that C is to obtain a one-third interest in the busi- 
ness for a payment of $60,000.00, and that the capital of the partnership 
after the admission of C is to equal the net assets after making the adjust- 
ments agreed on, plus the cash contribution of C. It is therefore neces- 
sary to determine whether C’s $60,000.00 is exactly one-third of this total 
or whether a transfer must be made from A’s and B’s accounts to C’s or 
vice versa. 














Total net assets before C’s admission ee Rs $105,000.00 
Add C’s contribution inonssreieadaeiiiibniamaaied 60,000.00 
RII shins sth ti cian actatincchin ad we $165,000.00 
OE I esis tscnntsienonselin Nainintnemne $ 55,000.00 





This shows that while C pays in $60,000.00 he is to be credited with 
only $55,000.00. In other words, $5,000.00 is to be transferred from his 
capital account to the capital accounts of A and B. This transfer is made 
in the profit and loss ratio, as follows: 








Capitals before transfer.............................. $55,000.00 $50,000.00 $60,000.00 
Transfer 3,000.00 2,000.00 5,000.00 
Final balance $58,000.00 $52,000.00 $55,000.00 





The admission of C dissolves the old partnership between A and B 
and abrogates the contract between them as to the division of profits. 
Unless a new agreement is specifically stated, the assumption is that the 
profits in the new partnership will be divided in equal thirds of $8,333.33 
to each. 

If the former 60% and 40% ratio is to govern the distribution of the 
profits remaining for A and B after allowing C one-third of the profits, 
the problem should say so. Otherwise the $8,333.33 division is correct. If 
the old ratio between A and B does govern the division of their two- 
thirds, the distribution would be made as follows: 














Partner Ratio Profits 
A 60% of 662/3% or 40% $10,000.00 

B 40% of 662/3% or 262/3% 6,666.67 

Cc 33 1/3% 8,333.33 
Total 100% $25,000.00 
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Problem: 


On January 1, 1921, the directors of Simpson Company, Inc., decided 
to cease operations, liquidate the business and dissolve the corporation as 
soon as possible. The balance-sheet, as at December 31, 1920, was as 





follows: 
Simpson Company, INc. 
BALANCE-SHEET AS OF DecemBeEr 31, 1920 
Assets Liabilities 
Assets $ 10,000.00 Accounts payable .............. $ 96,500.00 
Accounts receivable ....... 45,000.00 Dividends payable .......... 3,500.00 
Inventories -.......-..-.-.-ccc.-.0000 60,000.00 Accrued interest on bonds 1,750.00 


Machinery and equipment 50,000. 
200,000. 











First mortgage gold bonds 100,000.00 


Plant 000.00 Rental paid in advance... 350.00 

Goodwill 105,000.00 Reserve for bad debts... 1,900.00 

Deferred charges................ 2,500.00 Reserve for department 

Unamortized discount on machinery & equipment 10,000.00 
bonds 3,333.33 Reserve for department 

Bond sinking-fund cash.... 82,000.00 plant 5,006.00 





Reserve for contingencies 10,000.00 
Reserve for sinking fund 82,000.00 
Preferred stock (1,000 





GENE) ccmstniioneniohin 100,000.00 
Common stock (1,050 
SIGUE D cbs denna .. 105,000.00 
Surplus 41,833.33 
$557,833.33 $557,833.33 


The preferred stock certificates contain a provision that preferred stock 
is to receive semi-annual dividends at the rate of 7 per annum, 
payable January Ist and July Ist, the dividends to be cumulative if not 
paid. On dissolution, the preferred stock is to be retired at 110, plus 
dividends accrued from the date of the last dividend declaration, Decem- 
ber 31, 1920, to the date set by the directors in the notice to stockholders 
to surrender their preferred stock for cancelation. The holders of com- 
mon stock are to receive, on dissolution, all of the remaining net assets. 

On March 3, 1921, the directors, acting as liquidators, reported the 
following transactions in connection with winding up the company’s affairs: 

Accounts receivable had realized 80% of their face value. 

All accounts payable and dividends payable had been settled. 

All merchandise had been disposed of for $40,000.00. 

Machinery and equipment had been sold for $22,000.00 

The sinking-fund trustee had been paid sufficient additional cash to 
buy in all outstanding bonds at 98%, plus the interest accrued to December 
31, 1920. Any additional accrual is to be disregarded. 

The sinking-fund trustee had redeemed all bonds in accordance with the 
preceding paragraph and had been discharged. Any possible trustee’s 
expenses and commissions are to be disregarded. 

The bond liability having been liquidated, the plant was sold for $180,- 
000.00 The purchaser of the plant would not assume the property subject 
to the lease held by a tenant who occupied the top floor, whose prepaid 
rental was reflected in the balance-sheet as at December 31, 1920. In order 
to consummate the sale of the plant, it was necessary to effect a cancela- 
tion of the lease, which was done by payment to the tenant of $3,500.00 
and the refund to him of the advance payment mentioned. 

Miscellaneous expenses of realization and liquidation were $4,000.00. 

On April 9, 1921, the directors notified all stockholders to turn their 
stock certificates in for cancelation as of date April 19, 1921. On the 
latter date, all certificates having been received from the stockholdesr, the 
assets on hand were distributed pro-rata to each class of stockholders, 
and the stock certificates were canceled. 
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From the foregoing facts prepare: 
(a) Realization and liquidation statement. 


(b) Statement showing realized value per share of stock. 


Tue Simpson Company, INc. 
REALIZATION AND LiguiDATION ACCOUNT 
December 31, 1920, to April 19, 1921. 
(Left side) 


Assets to be realized: 


















































Accounts receivable -...................-.-.-.- $ 45,000.00 
Less reserve for bad debts............ 1,900.00 
————_ $ 43, 100.00 
Inventories ................ 4 60,000.00 
Machinery and equipment.......................... $ 50,000.00 
Less reserve for depreciation........ 10,000.00 40,000.00 
ROSEN: Ci eaRR eS REE 200,000.00 
Less reserve for derpeciation........ 5,000.00 195,000.00 
FE ARP a ain SERS A ie 105,000.00 
Deferred charges ..................-.---c-0-.---+- 2,500.00 
————— $445,600.00 
Liabilities liquidated: 
Accounts payable ............ $ 96,500.00 
Dividends payable 3,500.00 
Bond payable—$100,000.00 par retired at 98%... 98,500.00 
Accrued interest on bonds 1,750.00 
Rental paid in advance. 350.00 
200,600.00 
Supplementary Charges: 
Premium for cancelation of lease.........................- $ 3,500.00 
Expenses of realization and liquidation.................. ,000.00 
7,500.00 
$653,700.00 
Tue Simpson Company, INc. 
REALIZATION AND Ligumpation AccouNT 
December 31, 1920, to April 19, 1921. 
(Right side) 
Liabilities to be liquidated: 
Accounts payable $ 96,500.00 
Dividends payable aioe 3,500.00 
Accrued interest on bonds....... 1,750.00 
First mortgage gold bonds 100,000.00 
Rental paid in advance 350.00 
$202,100.00 
Assets realized: 
Accounts receivable $ 36,000.00 
Inventories 40,000.00 
Machinery and equipment 22,000.00 
Plant 180,000.00 
278,000.00 
ee i, RRR RIE | aaa a 173,600.00 
$653,700.00 
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Tue Simpson Company, INc. 
REALIZATION Prorit-AND-Loss Account 
December 31, 1920, to April 19, 1921. 


Loss on realization of 



































Accounts receivable $ 7,100.00 
Inventories 20,000.00 
Machinery and equipment.................... 18,000.00 
Plant 15;000.00 
Goodwill 105,000.00 
Deferred charges 2,500.00 
$167,600.00 
Premium to cancel lease 3,500.00 
Expenses of realization and liquidation 4,000.00 
Total $175,100.00 
Deduct discount on redemption of bonds 1, 
Net loss on realization.................. $173,600.00 
Tue Simpson Company, Inc. 
STATEMENT OF CASH 
December 31, 1920, to April 19, 1921. 
Cash balance, December Accounts payable .............. $ 96,500.00 
Bi: SERIE cccnciinudsiseiiniciaaal $ 10,000.00 Dividends payable ........... 3,500.00 
Sinking-fund cash, De- Bonds payable.................... 98,500.00 
COREE DE icccninas 82,000.00 Accrued interest on bonds 1,750.00 
Accounts receivable ........ 36,000.00 Rental refund ................... 350.00 
Inventories ......ccscece----- 40,000.00 Cancelation of lease......... 3,500.00 
Machinery and equipment 22,000.00 Expenses 4,000.00 
Plant 180,000.00 Balance for stockholders 161,900.00 
$370,000.00 $370,000.00 
Balance down ...............-.--- $161,900.00 Payment to preferred: 
UT cctchi. neu $100,000.00 
Premium ...... 10,000.00 
Dividend ...... 2,090.00 
112,090.00 
Payment to common........ 49,810.00 
$161,900.00 $161,900.00 


Tue Simpson Company, Inc. 
STATEMENT OF CAPITAL 


Capital—December 31, 1920: 
Preferred stock 





Common stock 





Surplus 





Less discount on bonds............... 


Reserve for contingencies................ 


Reserve for sinking fund 





Deduct loss on realization 





$100-000.00 
105,000.00 
$ 41,833.33 
_ 3033.33 
———_ 38,500.00 
sicicensilidons 10,000.00 
82,000.00 
———_ $335,500.00 
173,600.00 
$161,900.00 





Capital—April 19, 1921 
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Liquidating dividends: 
To preferred stockholders: 





Par $100,000.00 
TSR RA aaa Re ae ee 10,000.00 
Dividend: 109/365 of $7,000.00......................... 2,090.00 
112,090.00 
Teo common whether iii ices etisinsiien steeds $49,810.00 





The payment of the dividend for the fractional period is an absolute 
requirement, based on an agreement between the common stockholders and 
preferred stockholders. It is not conditional upon the existence of a 
surplus. 

Realized value per share: 

Preferred: $112,090.00 + 1,000 = $112.09 
Common : 49,810.00+ 1,050=— 47.44 


ADIN S. HUBBARD 

Adin S. Hubbard, member of the American Institute of Accountants, 
certified public accountant of Rhode Island, died August 18, 1922. To 
everyone in New England acquainted with accountancy Mr. Hubbard was 
well known. He was a regular attendant at meetings of the American 
Institute of Accountants. He was a member of the Rhode Island Society 
of Certified Public Accountants and was also a member of the state board 
of accountancy. 

Allen R. Smart, Edward E. Gore, David A. Houston and William B. 
Boulter announce the formation of the firm of Smart, Gore & Co. with 
offices at 111 West Monroe street, Chicago, Illinois. 





Alfred N. Maas and Philip Sohmer announce the formation of a part- 
nership under the name of Maas & Sohmer, with offices at 1170 Broadway, 
New York. 





Washington Society of Certified Public Accountants 

At the annual meeting of the Washington Society of Certified Public 
Accountants held August 26, 1922, William McAdam, J. P. Robertson and 
James M. McConahey were elected directors for a term of two years. 
They, with the holdovers, A. S. Hansen and E. P. Jarvis, will constitute 
the board of directors for the next year. 

A. S. Hansen was re-elected president, J. P. Robertson re-elected vice- 
president, James M. McConahey elected secretary-treasurer, and W. O. 
Atwood, auditor. 

The by-laws were amended to provide for local chapters in addition to 
the state society. A local chapter was immediately formed in Seattle and 
the officers and directors of the state society were elected to the same 
positions in the chapter. Chapters are also now being formed in Spokane 
and Tacoma. The reports of the officers showed the most successful year 
in the history of the society. 
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Terminology Department 


CoNnDUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY 
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 


The committee on terminology presents in this issue of THE JouRNAL 
oF ACCOUNTANCY definitions of: 

Accrue 

Allowance 

Provision 

Requirement 

Reserve 

Surplus 


Accrue: 

This word conveys the following meanings: 

(a) To accumulate, as an accrual of interest. 

(b) To come as a natural result or increment, as by growth. 

(c) To come into existence, as a right or the like. 

(4) To arise, as an addition, accession or advantage. 

(e) To become vested (legal usage), indicating a present and en- 

forceahle right or demand. 

(f) To increase (rare usage.) 

The meaning most commonly met in accounting practice is that of 
accumulation [(a) above] based upon lapse of time, e.g., in the case of 
interest it signifies an accumulation to a stated date of an item receivable 
or payable at a later date but covering a period commencing prior to the 
stated date. 


Allowance: 
This word conveys the idea of that which is approved, permitted, 
awarded, conceded, yielded or assigned. 
As used in accounting it indicates— 
1. A recognition of modifying circumstances or a margin for devia- 
tions from standard; specifically 

(a) A deduction from the purchase or selling price of commodi- 
ties on account of short weight, inferior quality, damaged 
goods, delayed delivery, breach of contract, etc. Such de- 
ductions should be made directly from the accounts which 
they affect. 

(b) A deduction from the amount charged for personal services 
rendered, for work performed or for service furnished (heat, 
light, telephone, transportation, etc.), either receivable or 
payable, on account of dissatisfaction, breach of contract, etc. 

(c) A deduction of a lump sum from an amount receivable or 
payable for prompt payment, as distinct from a percentage 
discount. 

The above allowances are deductible from the accounts containing 
the items upon which the allowances are made, whether such accounts 
be nominal or real. 
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2. An amount granted for a specific purpose, e.g., an allowance fot 

office rent; an allowance in lieu of actual expenses. 

In law the word is used to denote an extra sum awarded, in addition 
to regular costs, to the successful party in a difficult case. 

In minting the word is used to denote a permissible deviation in the 
fineness and weight of coins, owing to the difficulty in securing exact 
conformity to standard prescribed by law. 

Note: The word “allowance” is occasionally used synonymously 

with “reserve,” e.g., allowance for depreciation or allowance 
for bad debts, but this usage should be discouraged. 


Provision: 

This word is used as a substitute for “reserve” but should only 

provide: 

(a) For liabilities known to exist, the exact amount of which will 
not be known until a later date, e.g., income taxes, overlapping 
accounts payable (bills or invoices not received or not audited 
and not entered on books), dividends declared but the amount 
of which is not known because of outstanding convertibles. 

(b) For disputed liabilities arising out of or due to past operations 
or activities, e.g., judgments payable on appeal, additional in- 
come taxes levied but disputed and under review by the taxing 
authorities or being adjudicated in the courts. Obligations con- 
tingent upon the future action or non-action of other parties 
should be reserved for and not provided for, e.g., reserve for 
notes discounted. 


In its legal sense the word (usually in the plural) means a distinct 
stipulation, the part of an agreement, arrangement or rule referring to 
one specific thing, e.g., the provisions of a bill. 


Requirement: 

This word conveys the idea of something that is needed by virtue of 
the attendant circumstances or the nature of things; a necessity or requi- 
site; something that must be provided for in a financial way. 

In its legal sense, the word indicates a condition that must be met 
or a rule that must be observed. 


Reserve: 

; The correct use of this word, as applied to an account, will be 
facilitated by reference to its derivation, re, back, and servare, to keep, 
i.e., a keeping back or withholding. 

A reserve account indicates a segregation of and withholding for a 
specific purpose of past or current profits, revenue or income from any 
source. It is invariably a credit account and may be provided to cover: 

1. An estimated loss in value of physical property which has theo- 

retically occurred in the past or is due to or arises from past 
operations or activities; e.g., reserve for wear and tear. 


2. An estimated or actual loss in value of choses in action, e.g., re- 
serve for bad and doubtful debts, reserve for depreciation or 
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fluctuation of securities (to cover repudiation, bankruptcy, insol- 
vency or merely a temporary fluctuation.) 


3. A discounting or proration of future estimated or actual loss 
of exclusive use or possession of intangible capital such as 
patents, copyrights, franchises, leaseholds, rights of way, water 
rights or special terminable privileges or rights of any kind 
which have been capitalized. A reserve for amortization should 
be used in this case where lapse of time is the governing factor. 


4. An estimated loss in value of physical property which may 
(problematical as to occurrence) or will (problematical as to 
extent) occur in the future, e. g., a self-insurance reserve to 
cover loss by fire, accident, casualty or action of the elements. 


5. An estimated future expenditure for compensation to employees 
or other necessitated by reason of the foregoing contingencies, 
e.g., reserve for workmen’s compensation or reserve for acci- 
dent liability. 

6. An estimated future expenditure or loss occasioned by guaranties 
or endorsements, contingent upon the future action or non-action 
of other parties to the transactions; e.g., a reserve for notes 
discounted or a reserve for accommodation endorsements; or an 
estimated future expenditure or loss contingent upon breach of 
warranty, or upon non-fulfillment of contractual conditions, e. g., 
reserve for tire mileage. 


7. An estimated future expenditure for capital outlay, the reserve 
being created to conserve the available cash balance by reducing 
the amount of unappropriated surplus, e.g., reserve for capital 
additions. From the standpoint of accounting terminology, this 
is an unfortunate use of the word “reserve.” “Appropriated sur- 
plus” is a preferable designation. 

8. An actual or estimated loss in value of tangible property of any 
kind which has occurred in the past, partly or wholly recoverable 
by insurance and in process of amicable adjustment with or dis- 
puted by insurers; e.g., reserve for fire loss. 


A loss of possession of tangible property of any kind due to burglary, 
larceny, embezzlement or defalcation, not covered by insurance, shouid, 
upon discovery, be written off to an appropriate nominal account. A 
reserve should not be created for such loss. The property value should 
be reinstated in the assets and the nominal account should be credited, 
if and when recovery ensues. If, however, the exact amount of the 
loss may not be determined for some time, an appropriate reserve account 
may be set up in the books as a temporary expedient, subject to clearance 
and adjustment when the facts are known. 

A reserve account which is created to cover losses in the past or 
an amortization reserve for future loss of use or possession is, in effect, 
abatement of the corresponding assets, whereas reserve accounts created 
to cover losses and attendant expenses which may or will occur in the 
future or to cover future capital outlays or other future expenditures are 


313 











The Journal of Accountancy 








mere segregations of surplus and as such are part of the true net worth 
of a business. 

Some eminent accountants have used the word reserve as descriptive 
of a “reserve fund,” but this practice, which is an excellent example of 
the confusion existing in accounting terminology, is falling into disuse. 


Reserve is also used in a descriptive sense to denote something stored 
up for future use or in excess of current needs, e.g., a reserve stock of 
materials, or to denote something set apart for a particular purpose, e. g., 
a reserve of land, but in neither case is it customary to give effect to the 
designation in the books of account. 


In still another sense reserve is used to denote the minimum ratio 
of cash and choses in action to the amount due depositors which banks 
are required by law to maintain at ali times. 


Note: A reserve for loss on containers or on othe property deliv- 
ered to vendees and to be returned by them has fallen into 
disuse in most industries as such loss is now usually obviated 
by a tentative charge or actual deposit. 


Surplus: 

This word is a contraction of two Latin words, super, meaning above, 
and plus, meaning more: an overplus; something left over after cer- 
tain requirements are fulfilled. 

As applied to corporations or similar forms of legal entity organized 
and conducted for profit, surplus, in its broadest significance, measures 
the excess of assets over liabilities and capital. When used without quali- 
fication, or designated as “unappropriated,” “free” and the like, and in 
absence of legal restriction, it indicates the maximum amount of undis- 
tributed profits which, if available in liquid form, may be distributed to 
stockholders or other legal participants in the discretion of directors or 
others charged with such distribution, as stated below. When designated 
as “manufacturing,” “operating,” and the like, it indicates the accrued 
profits pertaining to a certain phase of a business. When designated as 
“appropriated,” “reserved,” and the like, it indicates the amount of un- 
distributed profits withheld for some specific purpose. 


Surplus (a) may be accumulated through the normal operations of 
a business, (b) it may be paid in upon incorporation or as part of later 
financing, (c) it may result from a reappraisal of assets, reflecting thereby 
either a correction or adjustment of former account classification or an 
unearned increment, (d) it may be acquired through the purchase of a 
company’s own stock or obligations, or in other ways. However, surplus 
is surplus by whatever legal means acquired and is distributable as such, 
subject to the facts, legal aspects and moral restrictions applicable to 
each case. 


In some corporations “profit and loss,” “undivided pro:ts,” or “loss 
and gain” is used in place of “surplus,” and in other cases two accounts 
are kept, the former to reflect the results of current operations, while 
“surplus” is the account to which the former is closed at the end of a 
fiscal period. 
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In partnership accounts, the account corresponding to “surplus” is 
usually designated as “profit and loss” or as “undistributed profits” and 
is distributable in accordance with the partnership agreement, whether 
written or oral. 

The surplus of a government (federal, state or city) or of a corpora- 
tion or other form of legal entity not organized or conducted for profit 


(e. g., an educational, eleemosynary or religious organization) indicates 
the excess of available resources over obligations and commitments, which 


may be applied to or used for future activities. 


Communications should be add: »ssed to any one of the undersigned. 


Watter Mucktow, chairman, 

420 Hill Building, Jacksonville, Florida 
Epwarp H. Moeran, 

120 Broadway, New York 
J. Hues Jackson, 

56 Pine Street, New York 





Flack & Flack of Melbourne, Sydney, Brisbane and Perth (Australia) 
announce the opening of an office at Steamship buildings, Currie street, 
Adelaide, South Australia. 





Naramore & Miles announce the opening of a branch office at 305 
Proctor building, Troy, New York. 
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